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Preface 



Achieving the promise of e-business 

Two divergent approaches exist in purchasing and supply management 
organizations today, which give at least the perception of conflicting 
direction: 

1 . Some organizations, counseled by consultants and e-procurement 
software suppliers, but without a clear understanding of current actual 
procurement processes, have implemented expensive systems with the 
expectations of tremendous savings and spectacular supply chain 
improvements. The results often haven’t lived up to the claims. 

2. Many buyers and purchasing managers, failing to grasp the potential 
benefits from e-procurement, have resisted change, and not given their 
full support to system improvements. Those who have delayed have 
missed the opportunities of vastly improved processes and supplier 
contributions. 

Both have valid viewpoints, but neither has delivered on the true promise 
of supply chain improvements, so the lessons of this book should benefit 
both. Active supporters of e-procurement can benefit from understanding the 
“nuts and bolts” approach to the fundamental supply management processes 
in a global context. Moreover, buyers and their managers with a better vision 
of the future will be better prepared to adapt to and support the needed 
changes. 

This work attempts to help those who understand the potential of 
automated e-procurement systems to fulfill the vision by adapting the e- 
commerce systems to integrate with and complement existing manual 
systems, processes and structures. Purchasing managers, particularly in small 
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or medium size organizations, are often not on board with their leaders’ 
vision of possible system enhancements, or with the technical changes 
needed to execute them. By seeing the linkage between current processes 
and the new systems, those with well-entrenched manual processes will be 
able to define worthwhile incremental improvements. While they may still 
choose not to “jump in with both feet” they can take advantage of at least 
some of the profound opportunities offered by e-procurement. 

Senior management has come to recognize an effective supply chain as a 
distinct competitive advantage for any enterprise. The supply management 
profession has benefited directly from this leadership vision as more 
businesses seek to better satisfy demanding customers and owners. To gain 
competitive advantage, any enterprise must place more attention on 
customer needs. As a result, rapid response, quality and cost become 
paramount considerations in all aspects of the business’ operations. 
Competition for the customer’s spending is determined by the effectiveness 
of both the selling organization and its entire supporting supply chain, 
sometimes referred to as the extended enterprise. 

In the first edition of this work, the authors sought to clarify the 
fundamental processes required when managing the acquisition of goods and 
services for the business. It expanded upon that core objective to include 
comprehensive documentation of the expanding global supply chain and a 
vision of the rapidly evolving role of the supply management profession. 
Since its initial publication in 1997, dramatic changes have taken place, 
primarily with the introduction of Internet-based software designed to 
streamline and automate these critical business processes. 

Developing e-business is difficult work and is still in its relatively early 
stages. The trick is to wed the tried and true knowledge of many experienced 
procurement professionals with newer techniques and process 
improvements. Those that have met project expectations by satisfying 
project cost targets and timetables have done so by focusing on the processes 
involved and carefully executing changes in converting from manual to 
automated workflow. This second edition builds upon the content of the first 
edition by looking at recent trends in e-commerce, the Internet and 
information technology as they affect thejob functions. 

Like the first edition, the basic “how-to” for performing the purchasing 
and supply management tasks is covered. While many published works deal 
with contemporary issues in supply management, this book will treat them 
from the perspective of the basic processes that define the function. This 
provides the reader with a solid basis for analysis of his or her present supply 
chain performance and for possible process changes with the associated IT 
opportunities. Numerous examples explain how organizations have 
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succeeded in applying the new technologies to improve their performance 
and simplify or streamline the execution of the tasks. 

To satisfy this objective and to bring recent industrial experience to this 
work, Samuel Famey is an additional author. Sam brings to the second 
edition his understanding of total quality management, lean manufacturing, 
process improvement and e-commerce, as well as financial analysis and 
supplier relationship development. As principal of Supply Chain Advisors, 
Sam’s work is directed toward change management and process 
improvement in the supply management profession. 

The vision the authors wish to present contains management philosophy, 
ideas, and opinions in an attempt to create a progressive and contemporary 
purchasing and supply management posture. This book has global vision 
while others have been primarily from a domestic outlook. The sound 
concepts presented are the product of clear understanding of the basic job of 
purchasing and supply management! Further, it is the only book to address 
the present conflict between management’s vision of change and the 
frustration of practitioners to understand and satisfy that vision. 

We believe this book will speak for itself. Flopefully, you will agree with 
several reviewers’ comments that this is the most advanced, technically 
detailed, management book about purchasing and supply management 
written to date. 



Victor H. Pooler 




Foreword 



This book takes a unique approach to describing the extremely complex 
and rapidly changing field of purchasing and supply management. There 
have been and continue to be volumes written about supply chain strategies, 
business-to-business e-commerce, and supplier collaboration. In contrast to 
most of these, this work addresses the fundamental structure and tasks 
incumbent upon the supply management organization in meeting the global 
procurement needs of the enterprise. The authors have created the solid 
foundation upon which improvement must be built. 

The fundamental processes and management principles inherent in 
performing the role of managing the organization’s global supply chain are 
described. Using this platform, the authors have introduced some of the tools 
offered by the Internet and by constantly evolving software applications to 
simplify, streamline and automate many previously burdensome manual 
tasks necessary to achieve supply management’s critical mission. 

All three authors have extensive real world backgrounds in managing the 
essential processes to purchase goods and services and succeed in fulfilling 
customer and owner expectations. The text contains many lessons of what 
works, and what doesn’t. Their experience is conveyed in a no-nonsense 
style that flows from the rapid growth of the profession as a profit 
contributor to the potential future of collaboration across the supply chain. 

Those in the field of purchasing and supply management today are aware 
of the demands on them to cut costs, guarantee delivery, assure quality, buy 
globally, and do it all in a fraction of the time and with fewer people than the 
last quarter. Software suppliers are promoting solutions that “meet all your 
supply chain management needs’’ while sometimes having little first-hand 
knowledge of the basic processes which underlie those needs. 




XIV 



Global Purchasing and Supply Management: Fulfill the Vision serves to 
remind us of the importance of reflecting on the fundamental processes when 
seeking to improve. The most successful efforts to bridge the gap between 
theory and practice have been built upon the solid foundation of good 
purchasing organization and sound processes. Most failures can be attributed 
at least in part to a lack of focus on the basics. This book is a refreshing 
answer to how supply managers can shape the future of acquisition for their 
businesses. 

Joseph Cavinato, Ph.D., C.P.M. - 

Sr. Vice-President and director of the Center for Strategic Supply 
Leadership (CSSL), Institute for Supply Management 
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FROM BUYING TO STRATEGIC 
CONTRIBUTOR 




Chapter 1 

THE ROLE OF THE PURCHASING AND SUPPLY 
FUNCTIONS 



Purchasing is indeed an unusual and multifaceted job. It operates at the 
vital intersection between buyer and seller, where supply and demand forces 
meet. As such, its scope is broad, encompassing both internal and external 
elements of supply interaction. 

Purchasing is an exciting and challenging profession that is evolving 
rapidly. In small and newer businesses, historically the owners have almost 
always controlled the buying activity to keep control of the company’s vital 
cash flow. As the businesses grew, one of the last duties to be delegated was 
buying — precisely because of its importance to the company’s success. 
Delegation has accordingly become a necessary and inevitable result as 
management functions become more complex with positive business growth. 
With increasing size, it becomes necessary for the company to have someone 
pick up this responsibility. 

The terminology used in the purchasing profession has witnessed a 
similar evolution. The term “buyer” has taken on a generic connotation 
today, but in fact, many types of buyers exist. For example, a buyer can be a 
wholesaler, a contractor or distribution buyer, an industrial buyer, a technical 
buyer, a commodity specialist for metals, or electronics, and so on. Whether 
purchases are solely for individuals, for a small family operation or for a 
large corporation, the underlying principles are the same. However, while 
the buying process can be viewed as quite simple from a perfunctory 
“paperwork” standpoint, quite the opposite is true with respect to the 
complexities of controlling the expenditure process itself. We will explore 
both of these aspects in detail in this book. 

Another term that has undergone some revision is vendor. While some 
conjure up images of “vendors” tossing packages of peanuts in the ballpark, 
others are quite comfortable in retaining the term. Some prefer the term 
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“supplier”. Although the words vendor and supplier are essentially 
synonymous, in this book the word supplier is used more often, in keeping 
with the supply management theme. Also, the terms “purchasing” and 
“procurement” have become essentially synonymous in the profession, so 
these terms are used interchangeably in this book. In addition, we have 
generally denoted the person who heads up the purchasing department as the 
purchasing manager (PM) while the chief procurement officer (CPO) 
designates the top-level supply management executive. 

Irrespective of the terminology used, it takes a seller and a buyer to reach 
an agreement. It has been said, “Nothing happens until someone makes a 
sale.” So tme! But, consider that “No sale was ever made until a buying 
decision was reached!” Many top sales managers have repeatedly stressed, 
“Know your customers and how they buy!” Going further, Peter Dmcker, 
noted management spokesperson, has said, “The key to efficient and 
effective industrial marketing is not the supplier but the buyer.” 1 

The job of purchasing continues to receive increased recognition as a 
vital management function. Profit, basically the difference between a 
company’s income and outgo, is obviously dependent on either of these 
factors. Traditionally general management has given more emphasis to the 
revenue (incoming money) that changes with market conditions. And 
because competitive conditions make it difficult to increase prices 
automatically to cover increased costs, operations management interest has 
generally focused on the cost (outgo) aspect. Since purchases represent the 
largest single element of cost to a company (typically between 50 and 60 per 
cent of incoming sales dollars), this is quite naturally where more attention 
and effort will be directed. 

In addition to the factors noted above, a number of historic factors have 
created renewed interest in purchasing and supply management. Purchasing 
evolved from an element of manufacturing or general management, and 
gained its independence as a financial contributor to a company’s success. 
Progressive CEOs and owners of businesses came to realize that 
management of the supply base is critical. To manage supply, the manager 
and buyers must know and use the full range of techniques and procedures 
available to the true professional. 

Among the historic factors that generated awakened interest in 
purchasing and supply management are the following: 

— World War n, and the post war booms that brought serious material 
shortages, along with new government requirements and priorities 

— The cyclical swings of surpluses and shortages, with attendant fast-rising 
material costs 



1 Peter F. Drucker, “The Economy’s Dark Continent” Fortune Magazine April 1962, p. 265. 




THE ROLE OF THE PURCHASING AND SUPPLY FUNCTIONS 



5 



- The accelerating “profit-squeeze” necessitating use of the full resources 
of the company to ensure survival 

- The brutal foreign competition encountered by U.S. products, and trade 
alliances such as NAFTA and ECC 

- The increased complexity of technologically driven products, with digital 
devices and electronic controls as notable examples 

- The emergence of truly global markets, with reduced tariffs and a freer 
flow of components between foreign and domestic companies 

- Growth of government oversight and control with respect to company 
procedures and reporting in areas such as minority subcontracting, 
environmental issues, and various other sociological demands 

- The growth of the Internet and the attendant ability to transmit 
information instantly worldwide 

- The emergence of the concept of the extended enterprise, where the 
organization’s success is seen as resulting from not only it’s own efforts 
but also from the effectiveness of all participants in the supply chain 

- Evolution of a business philosophy of manufacturing only items falling 
within the business’s core competency, and outsourcing virtually all else 

Although all of the above factors have played a part in purchasing 
becoming a key area of management focus, probably the most significant 
issue relates to the last of these; that is, the effect on purchasing due to the 
recent trend of much of corporate America to “downsize” (or as some prefer 
to say, “right size”) as a means to reengineer the organization to improve 
competitive position. This effect can be viewed from two perspectives. First, 
consider that an organization that cuts its manpower usually suffers some 
reduction in workload capacity — unless, of course, the reduction is based on 
the achievement of a breakthrough that entirely removed the need for the 
human resources affected by the reduction. Second, as the reduction is made, 
purchasing is often called upon to buy certain goods and/or services that 
were previously manufactured or performed in-house. 

Examples include: 

- Payroll and employee benefits 

- Cafeteria and food services 

- Certain non-core manufacturing, such as fabrication and subassembly 

- Facilities maintenance, and janitorial services 

- Customer and field service and repair 

- Information technologies 

- Logistics and transportation services 
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In this case, increased outsourcing has put additional demands on the 
purchasing function. However, sometimes the paradoxical result has been a 
net reduction in overall procurement activity. As an example, let’s consider 
the decision to henceforth outsource the cafeteria operations to a third-party 
supplier. Now the cafeteria services supplier buys the plates, the silverware, 
the mustard and the coffee! So the single (albeit substantially more complex) 
procurement award to the new supplier has eliminated perhaps hundreds of 
tedious procurement requirements from the buyer’s direct responsibility. 
Note that the buyer for the company has now assumed responsibility for both 
materials and labor in a purchasing arrangement that is much more complex 
and involves a substantially higher expenditure than previously. 



1. PURCHASING OBJECTIVES 

For any function to be successful, it must establish clear and measurable 
objectives, and work diligently to achieve them. Purchasing, as the caretaker 
of the largest share of the company’s revenue inflow, is no exception. 

To maximize its contribution to the company’s overall performance, 
purchasing must establish the following two overarching objectives: 

1 . Assure economic supply through the procurement of goods, supplies and 
services to keep the company in operation. 

2. Contribute to profits by efficiently controlling the total cost to the 
operation. 

While many business people think of the first function only, it is through 
the smart handling of the second point (after the first is assured) that defines 
the difference between an average and a world class purchasing 
organization. 

In addition to the above overarching objectives, some specific purchasing 
objectives include: 

— To get the best buy — suitable quality at minimum cost. 

— To pay reasonably low prices, negotiating and executing all company 
commitments. 

— To develop satisfactory sources of supply and maintain good 
relationships with them. 

— To secure optimal supplier performance, sometimes by seeking process 
improvements across boundaries between trading partners. 

— To locate new and better materials and products. 
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— To keep inventories throughout the supply chain as low as is consistent 
with company needs. 

— To carry out programs to continually reduce total cost of purchases. 

— To develop effective controls and procedures. 

— To keep acquisition costs at the minimum compatible with optimal 
performance. 

Tins list is far from all-inclusive; other objectives will become evident to 
the alert purchasing manager based on the specific nature of the procurement 
activity involved. Furthermore, although the above list is largely conceptual, 
it is important in practice that specific objectives be quantified to the 
maximum practical extent. 

A company will have stated objectives, but the individual manager must 
interpret what company officials actually say and do. For example, chief 
executive officers (CEOs), backed by the law of the land, will usually stress 
their responsibility to the stockholders. But the company’s objectives are 
usually composites of many decisions, resulting in various cross-functional 
compromises. So in actual practice the CEO’s goal is to balance the 
objectives of a fair return on investment to stockholders, stable and 
satisfying employment for employees, satisfaction of customers and the 
community, and so forth. 

In setting procurement’s functional objectives, the PM must be aware of 
the CEO’s (and accordingly, the company’s) objectives, and ensure 
consistency in constructing the specific objectives for the purchasing 
department. With increased focus on meeting customer needs more 
effectively, many enterprises have begun to evaluate the results of the entire 
supply chain in satisfying these needs. This has given rise to the concept of 
competition between supply chains rather than merely between companies. 
Consequendy, the importance of supplier contributions to enterprise results 
has further increased expectations of the supply management organization. 



2. IMPACT ON PROFITABILITY 

It is clear that since purchasing is responsible for controlling a dominant 
share of the company’s revenue dollars, it directly impacts profitability and 
the financial success of the overall business enterprise. As a buyer, simply 
maintaining adequate sou ires of supply is not enough. Making sure that 
suppliers are the “right” suppliers, selling at the “right” price — and then 
seeing that they keep serving well, are important activities. 

Let’s look at purchasing’s impact on profitability. The purchasing profit 
ratio shown in Figure 1-1 is based on an average company with a 7 percent 
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profit before tax. A $ 1 reduction in the cost of purchased goods produces a 
profit of $1, or a 1-1 ratio, whereas it takes $14 of sales to produce the same 
amount of profit! A dollar saved in purchasing equals the profit from $14 of 
sales: so, the profit leverage of the material cost reduction dollar is 14 times 
that of the sales dollar. The purchasing profit ratio can be computed for any 
company by dividing its annual sales volume by profit before tax. 




Figure 1-1. Purchasing Profit Ratio 

Purchasing claims to be a profit-productive profession. Fine! But, where’s 
the profit? As an example, a broom previously costing $8 is now bought for 
$7.00. A dollar is saved. We can agree on that, but where is that saved 
dollar? It’s not itemized on the profit and loss statement, balance sheet, or 
“where-got-where-gone” cash flow comparison. Unfortunately, traditional 
accounting systems don’t always take into account purchasing’s contribution. 

So where is the dollar savings? We know the savings for buying brooms 
has to be in the budget of the using department, but the issue isn’t solely 
about the budget for brooms. In 2002, the gross domestic product (GDP) for 
the U.S. was $10.45 trillion. That year the collective spending of about $6 
trillion by American buyers means that during any working day, over $25 
billion was spent throughout the U.S and the real question is, “How well was 
that money spent?” 

Let’s look at purchasing’s impact on profit in further detail. The profit 
ratio shown in Figure 1-2 depicts a typical performance for a healthy $20 
million sales company. Purchases, in this case 53% of sales, are equal to 
$10.6 million, and are part of company costs. The figures within the boxes 
are company results without purchasing’s contribution. Starting at the lower 
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right box, a 2 1/2% savings reduces purchases to $10.3 million, which causes 
a chain reaction as it flows through the cost accounting system; first by 
reducing total cost that increases profit, and then profit margin, and 
ultimately return-on-investment (ROI). 




$10.3 MM* 



Figure 1-2. ROI Productivity Impact 

The return on invested capital for the company has increased from 10.5 
to 13.6, which is a 28% improvement because of purchasing’s profit 
contribution. In addition, lower material prices will reduce inventory value, 
or assets. So, the final result is an even higher investment turnover than 
shown. This is a measure of purchasing’s effect on the total company results. 
The management of successful companies is very aware of such results. 

Here is an interesting exercise. To prove the strong impact of good or bad 
buying on any specific company, fill in a blank ROI chart using the 
company’s performance as stated in the annual report. Then simply add 2% 
(or a figure you judge appropriate) to the cost of purchases and compute the 
new ROI compared to the original numbers. Also, drop the purchases by 2% 
and note the change in ROI. A 2% change in purchasing expenditures swings 
the return on invested capital dramatically! This is a clear example of 
purchasing’s leverage on profitability. 

Although the impact of purchasing on a company’s profit is great, it is not 
easily achieved! It takes a skillful team of buyers under a competent 
manager who understands scientific purchasing techniques and methods. In 
marginal companies, the difference between operating at a profit or a loss 
may lie in the efficiency of the purchasing function. 

If this purchasing function can make money, it can also lose money by 
poor performance that can reduce profits; so, purchasing is an heir to a 
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profit-producing responsibility. The purchasing manager is key in the ability 
to influence company profit and thereby affect ROI. 



3 . CONTROLLING THE PROCESS 



Procurement is a process with many components that can influence the 
result. Figure 1-3 shows the typical procurement process. It is doubtful that 
any other operating group is involved in more functional interrelationships 
than is purchasing, not only within its own company but also within the 
suppliers’ organizations. This has been the source of many disappointments 
when installing business-to-business (B2B) electronic commerce solutions, 
because the implemented neglected to account for the individual roles of all 
the participants in these complex process steps. 



REQUIREMENT „ 
SPECIFICATION 






REQUISITION 






SOURCE 

SEARCH 






REQUEST 
FOR QUOTATION 






BID EVALUATION 
NEGOTIATION 






PURCHASE 
ORDER H 






CLOSEOUT 

DOCUMENT 



Figure 1-3. The Procurement Process 

Materials disputes must often be settled between requesting departments 
and suppliers. Rejected purchases must be adjusted, costs controlled, and 
replacements made. Many operating functions often represent a very narrow 
interest to the supplier. If purchasing is to settle disputes wisely, it must find 
a common ground for settlement; then it must balance the interest of its own 
company with that of the supplier, to protect long-range material availability 
and service. 

To operate effectively, the purchasing executive must become a 
coordinator representing total company interests, and not solely those of 
purchasing. Often the buyer must be the arbitrator between the supplier’s 
engineers and the buyer’s own technical people. Sometimes under fire from 
many conflicting sources, buyers must get the most value in goods 
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purchased at minimum cost. At the same time, the manager and buyers must 
keep inventories low to maintain or achieve high turnover ratios, yet always 
have material ready for production use. It takes a balancing of these often- 
conflicting requirements to achieve optimum performance. 



4. THE BUYING JOB 

Some say, “Anyone can buy!” Sure they can, provided they know: where 
to get goods; how and why the things they buy are used in their own 
company; how to judge value, how to work with people, and how to control 
and follow through on purchases. Further, they must be willing and able to 
use available purchasing techniques. 

Today’s purchasing chief must be one of the most knowledgeable 
managers in the company. Unless the CPO understands the design, 
engineering, manufacturing, marketing, and related functions in sufficient 
detail, the buyers can't possibly do their jobs effectively. 

Purchasing Managers often see themselves as managers of materials and 
expenditures. But how do others see them? Professor Renato Tagiuri of the 
Harvard Graduate School of Business analyzed the role of a purchasing 
manager comparing it to that of a production manager. The production 
manager works within the center of the sphere defined as manufacturing. 
The purchasing man or woman is at the border of this production sphere, but 
also on the border of a sphere of many suppliers. The PM is in “conflict 
between two worlds!” It takes a high degree of statesmanship to operate in 
such an environment. 

While progressive managements today accept Purchasing as a vital 
management function, there is still little understanding of purchasing’s role 
among many non-purchasing executives. One reason has been the inability 
of those performing purchasing to clearly explain their own roles. 

What about the buying job itself? We need a bigger vision or “mental 
picture.” The buying job is indeed unusual and one of the least understood in 
industry. Because conflicts and disputes have to be setded with suppliers and 
contractors, friction is often an aspect of this job. 

It is easy for any buyer to let details drift and become a “paper pusher,” 
but he or she will not survive in a highly competitive organization. Two 
buyers may be given identical purchase requisitions for a purchase valued at 
$1 million dollars. One might buy the desired goods without sacrifice in 
quality for $950,000, and the other buyer might spend the full $1 million. 
Interestingly, the first buyer may not be as well liked as the second who is a 
real “good Joe.” In the office, "Joe” will seldom question a requirement, 
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rarely considers standardization to save money, and will simply buy it. 
Which of these two buyers is doing the best job for his employed? 

Buyers must often raise questions about a purchase. Why is a “special” 
needed? How about a different, standardized and more readily available 
model? The ideal situation is the buyer who has the technical ability to buy 
greater value and has good interpersonal skills. 

4.1 The Accountability Concept 

In many specific purchases, the buyer must control and coordinate two or 
more requirements dictated by other functions such as engineering, quality, 
and manufacturing. Yet, in no instance does the buyer have any direct 
authority over the people or other departments involved. Numerous other 
jobs require coordination, but they usually have more direct authority. 

“If only the boss would give me the authority. I'd sure straighten out this 
mess. I won’t be responsible unless I’m given complete authority to control 
this buy.” What buyer or manager hasn’t heard such a statement arising from 
occasional job frustrations? In the past, authority and responsibility 
supposedly went hand in hand. That seems a reasonable assertion — no 
authority, no responsibility — but it is a management myth that “dies hard.” 
Who in any company has all the authority he or she needs? It may be more 
accurate to say that almost no one has enough authority to completely 
control all activities under their responsibility. How many times do top 
executives state what they want done, yet it doesn’t seem to happen? 

The threat of being fired or losing a job is a business reality, yet it is 
happening so often these days that it has lost much of the negative stigma. 
Authoritarianism has given way to what might be termed “situation 
authority.” Consider an analogy: when people drive by a serious traffic 
accident, they normally obey a citizen signaling traffic. That person has no 
authority over traffic, yet the situation demands compliance. So too, in 
buying, the situation often demands a similar response. 

A high degree of interdependence among people in the company is a fact 
of life. The buyer is the shock trooper on the line, assuring supply, resolving 
quality and specification issues and controlling costs. Supply and demand 
still affects prices and the balance is maintained at the buyer’s desk. Buyers 
are often the only force combating the seller’s natural drive for higher prices. 

4.2 Buying Influences 

Confusion about the buying job frequently stems from failure to 
understand the many and varied buying influences. Buyers should be able 
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answer the question, “Who buys at this company?” Consider the major 
buying decision-making factors and who influences each of them. 

Knowledgeable buyers know there arc items for which they have 
absolute buying decision authority. They also know of other buys where they 
have very little control. Of course, they recognize that most buys arc 
between those two extremes. Buying decisions reflect composite judgment. 
Depending on the situation, the buy can range from a one-person decision to 
group or committee decision where no one individual dominates. Many 
buying decisions may be shared, delegated, or coordinated, as seen in Table 
1 - 1 . 



Table 1-1. Buying Influences 



Decision Factor 


Influences 


Source and Price 


Buyer 

Design Engineer 
Purchasing Engineer 


Quality 


Design Engineer 
Manufacturing Engineer 
Quality Assurance/Control 
Buyer/Purchasing Engineer 


Quantity 


Material Control 
Buyer 


Timing 


Sales Forecast/Order 
Scheduling 
Production Control 
Market Availability 



Despite delegating authority to others, buyers must keep responsibility 
for the results, even in those cases when they have little say in what is 
bought. This is important even though it can be argued that the buyer 
controls little of what has been defined as “purchasing” Production tells the 
buyer how much to buy and when it’s needed. Quality is determined by 
engineering specifications and quality standards. Price may be non- 
negotiable and controlled by supply and demand. Not too much “authority” 
here; yet, have a supplier deliver two weeks late, and who’s held 
accountable — manufacturing, engineering, quality control? Not usually. 
Though it may be the supplier’s fault for missed production, it is the buyer 
whose performance is questioned. 

What makes a successful buyer? Two qualities arc especially 
important — the ability to motivate and encourage others to perform, and the 
ability to find alternative solutions when under pressure. Flexibility, the 
ability to quickly shift mental gears, is key, as purchasing often occurs at a 
hectic pace beset by a variety of problems. Examples of buyer duties arc: 
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cost studies, supplier negotiations, and “fire-fighting” to overcome quality or 
delivery problems as they arise. 

Buying is a demanding job, requiring a dedication and commitment to 
serving the company’s best interests over the long run. How do you measure 
up? 



The competent buyer will: 

- Handle his or her share of the departmental workload. 

- Perform work quickly and accurately. 

- Accept that periodic assignment changes are sometimes required in a 
dynamic business environment. 

- Accept some overtime work, with or without extra pay. 

- Offer workable ideas for improving purchasing systems. 

- Seek to continually improve process effectiveness. 

- Know supplier capabilities and limitations. 

- Foster long-term supplier relationships. 

- Recognize that the suppliers’ success reflects on his or her individual 
performance. 

- Keep up with market and technology developments. 

- Stay abreast of his or her company’s products and services. 

- Continue to add to personal knowledge of the job. 

- Work within procedures and guidelines of the department. 

- Maintain the highest personal ethical standards. 

- Justify sourcing decisions based on total cost and the best interest of the 
company. 

- Know how to tactfully challenge specifications and delivery dates that 
affect the ability to assure supply. 

- Accept constructive criticism without becoming overly defensive. 

- Pitch in to help other buyers during times where workloads become 
strained. 

- Let the supervisor know when workload can be increased. 

- Reasonably enjoy his or her work. 

- Remain loyal to the supervisor, the department and the company! 

The buyer should be firm and decisive, yet, when necessary, eloquent in 
pleading a case for special treatment. It’s all in the daily job; the individual 
that can’t make swift transitions will be unhappy as a buyer. Purchasing’s 
role will continually shift as supply and demand forces change. Scarcity of 
materials will cycle again. Higher prices are needed at times, to reduce 
consumption as the world’s resources are being depleted. The buyer will 
need to be knowledgeable about global supply! 
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Of course, the buyer can’t, like the chameleon, change colors as every 
market changes. An effective buyer will avoid extreme positions, and be 
flexible enough to understand his or her cross-cultural environment. 

Buyers can change many aspects of a purchase, while allowing others in 
the organization a say representing their sphere of interest and influence. 
Being knowledgeable about what is bought and why it is bought, plus this 
right to question, can affect profitable operation. Logically, purchasing 
personnel should: (1) understand buying influences, (2) be able to explain 
them to others, and (3) understand and accept that buyers do not make all 
buying decisions. 

Does this influence detract from purchasing authority? Not at all, rather it 
emphasizes it! Who in any company other than the buyer can correlate the 
many decision factors in an organization engaged in a vital purchase? The 
more important the purchase, and the number of participants, the more 
urgent is the coordination role requiring the highest of competence. 
Purchasing must be of sufficient stature and position to handle these 
important situations. 

Buying influence is a way of life. With absolute authority, the buyer 
would be the sole decision-maker. As it is, decisions must be made with 
involvement of others in the purchasing process. An understanding of buying 
influence emphasizes the true managerial role of the buyer. 

Savvy purchasing leaders have learned that attempting to tightly control 
the various interactions between company representatives and supplier 
contacts is not only time-prohibitive, but is also unnecessary. Figure 1-4 
shows how the buyer and supplier interface has changed from one of 
salesman-to-buyer, each attempting to represent all areas of his or her 
respective company, to a multi-function interface with buyer and seller 
representatives working with each other across a broad range of issues. The 
role of the buyer has become one of quarterbacking this team activity. This 
has far-reaching implications for the skills required by a supply manager, as 
distinct from a traditional buyer. 
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The new role of purchasing is to manage the interface 



Traditional 




High 

Performance 




Engineering 

Quality 

Manufacturing 
Supply Mgt. 
Finance 
R&D. Sales 
etc 



Figure 1-4. The Supplier-Customer Interface 

The traditional approach shows that a supplier wishing to sell to a 
prospective customer sends out a salesperson. That person will probably 
come into contact with engineering, expediting, quality control, receiving 
and even management of the potential customer. 

The buyer is in a position to coordinate the various functions within the 
buying company to present a united front to the salesperson. While this 
seems logical, there is just too much communication needed for everything 
to be processed through the buyer. It simply won’t work. A buyer must work 
through others to get answers, guidance, and a coordinated decision to 
present to suppliers. There is a need to lead, but not funnel, the 
communication exchange. 

In the high performance organization, communication lines may exist 
between the supplier and buyer’s interested departments, as long as the buyer 
is leading the effort. This scenario allows free flow of vital information 
between the selling and buying companies. Here, purchasing is in position to 
maintain cost control over expenditures, as the buyer remains accountable 
for results. The skills required of the buyer have shifted from communicating 
and controlling to project management and influence. In short, the buyer 
needs to maintain a screen and not a communication wall within his supply 
chain. 
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5. CHANGING DEMANDS ON THE JOB 

As purchasing has evolved over the past few decades, increasing 
demands have been placed on the profession. One study concluded that 
“several activity areas were indicated as ones in which purchasing has 
assumed an increased role or responsibility since 1980: strategic planning 
(43% of the firms), providing economic forecasts/indicators (41%), capital- 
equipment buys (37%), product development (31%), new product evaluation 
(26%), traffic/transpoitation (23%), personal travel (16%), 
countertrade/offset planning/execution (15%), and cash-flow planning 
(13%). Obviously, the purchasing function has assumed many increased 
responsibilities, requiring more-talented, better-trained personnel to perform 
the function.” 2 

5.1 Socioeconomic Programs 

In the areas noted above, purchasing managers have to be alert to 
recognize shifts in not only the economic areas, but the total work 
environment comprising organizational, personnel, legal, systems, and 
government-driven factors. The expansion of the buying job also concerns 
new domestic requirements as companies bear some accountability to 
societal needs. Many customers impose contractual requirements to provide 
a portion of contract’s value to small and disadvantaged businesses. The 
Defense Department itself has set minority and small business participation 
goals for their defense procurements, and these in some cases allow 
premium prices to be paid to meet the stated objectives. 

Significant legislation has been put into place covering ecological issues. 
Environmental Protection Agency (EPA) and Occupational Safety and 
Health Administration [OSH A) regulations affect procurement of 

commodities such as chemicals and plating as well as contractors and 
temporary help, to name but a few. 

Of course, these are all important regulations that require compliance. 
They all lead to increased demands on the supplier, which must be enforced 
through the buyer. The challenge ties in balancing these requirements, while 
striving to meet other important cost and supply goals. 

Purchasing Managers as well as buyers need to understand their 
expanded management and social value roles. For centuries the astronomers 
made little headway in understanding the universe, believing the planets 
moved in odd gyrations, until they finally accepted the fact that the earth is 

2 

Harold E. Fearon, William A. Ruch, C. David Wieters, Fundamentals of 

Production/Operations Management . 4th ed West Publishing Co. 1989. p. 126. 
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not the center of our solar system. So, buyers must see themselves as part of 
the whole company, contributing to its cost effectiveness and profitability. 



6. PURCHASING REDEFINED 

Purchasing has long been defined as, “Getting the right item, at the right 
price, at the right quality and quantity, and at the right time, from the right 
sou ice. Although all this is true, that old definition doesn’t cover today’s 
more demanding world, and the multifaceted buying job. We first need to 
develop some theory to give us more vision and scope when we think 
creatively of purchasing. 

We have great imagery for space launches from Earth. Our spaceships fly 
upside down after taking off, solely because the astronauts want to see the 
earth while orbiting! What image pops into your mind when you think of 
Earth? Some see their hometown, the state, or an aerial map of the country. 
One thing is certain: we can’t think of anything without creating a vision in 
our mind’s eye. 

To help us to gain perspective on the buying job, let’s mentally go way 
out into the solar system and look back at the Earth. When our astronauts 
reached the moon, through TV camera’s eye we shared the experience of 
looking back to see an “Earthrise”. What a vision! Our solar system is so 
vast that we’re just beginning to explore it, much less the galaxy beyond. The 
point is that the earth itself never changed, but our outlook about it certainly 
has. 

Now think about the buying job. Ask yourself, “What are the roles to 
play? “Where is the script?” The buyer and manager need to create the 
vision! 

Consider this definition as an indication of the job’s scope: 

“Purchasing represents internal and end-use consumers in the global 
buyer/seller supply relationship. Through authority to commit and control 
expenditures to suppliers, assurance of supply and profitable operation is 
secured. Supply management encompasses the effective application of 
external resources to meet organizational goals.” 

Leading sales training sessions have made it clear - that buyers have 
enormous inherent power, if they know how to use it! But sometimes that 
leverage isn’t used because the buying role is not understood. To create and 
use competition among sellers, a company must put into the hands of its 
buyers as much leverage as is possible. And the buyer must use it! 

As we redefine purchasing in today’s complex and dynamic global 
environment, we will need to proceed with flexibility and creativity. Already 
there are numerous tools, many in the form of Internet-based information 
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technology, that make the job faster and easier. These offer tremendous 
potential, provided that the basic buying functions are enhanced, rather than 
subverted, by the implementation of software and procedural changes. 
Tomorrow with the continued growth of the World-Wide-Web and wireless 
communication, one can only imagine the possibilities. When Marlin Luther 
King, said, “I have a dream...,” this was a great example of creative 
leadership. He was providing the vision and the script. So too, the 
purchasing manager must create the vision. As the future is conceived, so it 
shall be channeled. 




Chapter 2 

EVOLUTION OF PURCHASING AND SUPPLY 
MANAGEMENT 



To trace the development of the organizational status of purchasing, let’s 
consider the origins of the buying organization. An organizational challenge 
first emerges when a business expands beyond a single location. 
Establishment of a second site location does not necessarily affect the 
marketing operation; after all, it is possible to keep up sales and related 
activities just as though the company still had a single operation. However, 
buying isn’t quite the same. Management has several organizational choices 
to consider with respect to optimizing the purchasing function. 

Various organizational arrangements accompany business growth. 
Buying can be done (1) from the original site with existing people, (2) by 
new buyers at the second site reporting to that site manager, or (3) back to 
the purchasing manager at the original site, or (4) to other top management 
personnel. 

There are four basic types of organization: (1) line, (2) line-and- staff, (3) 
functional, and (4) committee. In practice, purchasing departments are 
combinations of these four types. Though they seldom appear in pure form, 
it helps to distinguish them for analytical purposes. 

A box chart usually depicts these organizational setups, but others such 
as a concentric or circular graph are occasionally useful. The concentric type 
has the advantage that no one is represented as inferior or of “lower rank” 
than anyone else. It is employed by at least one of the country’s largest 
businesses and serves its purpose well. 

The head of purchasing can use charts as a valuable management tool. 
They help in setting lines of authority and responsibility for both buyers and 
managers, and also in depicting formal communication lines. They show 
who has the right to hire, to promote and discharge, and to establish an 
orderly allocation of “jobs to be done.” Deficiencies in an organization can 
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often be detected through the use of well-prepared charts. In cases where a 
chart has never before been attempted, channels of reporting, for instance, 
may be more clearly recognized. 

Responsibilities and limits of authority should be spelled out as clearly as 
possible. Tli is is where the use of job descriptions and a purchasing manual 
come into play. The chief purchasing officer (CPO), like most leaders, is 
constrained by tradition, practicality, requirements of teamwork, and other 
demands of the organization. 

Authority derives from one’s place in the organization, but it relies 
heavily upon the respect of others for the manager’s competence. When that 
competence produces the tmst of others, true authority will exist. Authority 
depends on the ability to enforce a reward or punishment. Two early 
examples of organizational enforcement were the church and the military. 
The church used excommunication, while the military Articles of War read, 
"... or punishable by death.” 

The four major types of organization are shown below, and are defined as 
follows: 

1. Line. The concept of the line organization is, of course, borrowed from 
the military. The captain commands the lieutenant; who in turn commands 
the sergeant; and so on. This, in its pure foim, may be practical in smaller 
and medium-size companies. (See Figure 2- 1 .) 

2. Line-and-staff. The line-and- staff organization is the most prevalent in 
business and industry. A good example is the purchasing department of 
the typical large manufacturing concern. The “line” consists of those in 
command — the vice president, manager, senior buyers, and buyers. The 
“staff’ is composed of vital specialists who collect and analyze data, 
recommend policy, work with the line to solve problems, and so relieve 
line management of much detail. Examples of staff functions in Figure 2- 
2 are those of purchase analyst, price/cost analyst, and purchasing 
engineer. Staff functions and personnel become involved when line 
managers cannot personally handle all their responsibilities. They cannot 
delegate management duties; so, a staff assistant is added to help extend 
the management function by overseeing specific areas of responsibility. 
Currently, there is a tendency in business practice to combine the line and 
staff into a “fused” organization. Under this setup, staff analysts, for 
example, because of their knowledge of a particular study, may give 
instructions to the buyer as needed, whereas that would not normally be 
expected. 
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Figure 2-1. Line Organizations 

3. Functional Some companies — for example, those that manufacture a 
broadly diversified array of products or have important functions other 
than buying — feel that organization by function is better suited to their 
particular needs than the ordinary line-and-staff setup. A Functional 
Commodity Buying Organization is quite common, as it makes no sense 
to have two or three buyers all talking to say, motor manufacturers. 
Channeling buys for motors through one individual gives that buyer 
greater “economic voice” in dealings with suppliers. However, to do this 
in multi-plant operations is not simple. 

4. A highly efficient organizational hybrid is the commodity manager 
arrangement (not shown). In this example, the central purchasing 
department does the buying, while the various plants are free to control 
their inventory, and release directly against the blanket orders. Each plant 
performs its own expediting, calling on the buyers only when they can’t 
get the required delivery. Figure 2-3 shows centralized functional control 
with decentralized buying. 
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Figure 2-2. Line and Staff Organization 




Line Authority 
Functional Authority 



Figure 2-3. Centralized Functional Control with Decentralized Buying 

5. Committee. A committee is usually grafted into an existing organization 
where a special function or project requires that the skills and efforts of 
several company areas be coordinated. In purchasing, such a function 
might be value analysis, which draws its members from purchasing, 
engineering, manufacturing, finance, and other areas as needed. 
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1. SPAN OF CONTROL 

In a one-person department there is little or no need for supervision, since 
the person in charge handles all the duties and bears all the responsibility. 
However, adding a subordinate changes the situation. Duties must be 
assigned, and some delegation of responsibility must take place, thereby 
creating the need for control. This in turn has an effect on the organization 
structure. 

The number of buyers or other personnel reporting directly to the 
pur chasing manager determines his or her span of control. In a department of 
ten buyers, all reporting to the PM, the span of control is obviously broad; 
whereas, if this same department had two assistant managers and several 
senior buyers, the span would be quite narrow and have greater depth as 
shown in Figure 2-1. 

Whether the PM has a wide or narrow span of control depends on his or 
her (or the company’s) theory of management. The advantages of wide-span 
control include better morale, shorter lines of communication, and the 
likelihood that promising young buyers will be identified and rewarded 
sooner. On the other hand, there may be so many people under their 
supervision, that PMs are unable to devote much tune to training each 
individual. Moreover, a successor may not be developed who has had direct 
supervisory responsibility. 

The span of control should not be so great that it prevents giving 
adequate attention to each subordinate, yet it should be broad enough that the 
department operates well without long communication lines. Under some 
current theories of management, PMs may be assigned an organization much 
broader than they can properly control. The idea is that the buyers will have 
to develop initiative and grow in skill and competence. This is an effective 
plan if management wants to loosen the reins of a capable but overzealous 
manager who can’t avoid interfering in subordinates’ work. 

The organization chart is a highly useful management-planning tool that 
all purchasing managers should be able to use in their quest for smoother 
operations. However, it has definite limitations. None has yet been devised 
to show completely the complex communication lines of the buying 
function. A chart is only a snapshot of the existing structure. Moreover, 
charts are unable to show the organization’s most important dimension — the 
personalities and talents of those individuals represented by the boxes on the 
charts. 
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2. CENTRALIZED VERSUS DECENTRALIZED 
DEPARTMENT 

Centralized as applied to purchasing has two connotations. The first 
concerns the concentration of buying authority for a single plant within the 
purchasing department. There are situations where a company official, even 
the president, may buy a vital item because of the serious leverage it could 
have on the survival of the business. Examples might be hides for a tannery, 
wood for a paper mill, or lumber for a furniture plant. There are fewer such 
exceptions today than in past years. In general, most single-plant companies 
have centralized control of the buying function. 

The second, more common connotation of the term implies central 
purchasing control, usually at headquarters, even when there are several 
plants in different locations, run by division managers. Conversely, if there 
are several independent purchasing groups reporting to the individual plant 
managers and not to one purchasing head, purchasing is decentralized. Either 
form of organization can, and does, operate in similar industries; strong 
management personalities will sometimes influence the choices. There are, 
however, situations that usually will make one of them more appropriate. 

2.1 Advantages of Centralization 

Why is centralization desirable? Under this form of organization it is 
possible to maintain greater control over the total commitment of purchasing 
dollars. A buyer can offer the largest “buy package” to the seller, resulting in 
better buying agreements that take full advantage of company-wide usage. 

Whether a department is centralized or decentralized may depend in the 
last analysis on such factors as top management preference, use of 
sophisticated information systems, the physical layout and location of the 
company’s plants, and the types of products manufactured, or the processes 
utilized. 

Centralized purchasing more readily attains uniform procedures and 
maintains better control over them. It is easier to bring new people into the 
larger department and train them properly before they are put on the 
important buying job. Individuals can be assigned the tasks for which they 
are best suited. Those who have exceptional negotiation skills may be 
designated to handle the large-value items; those with the most ingratiating 
personalities may be designated to the touchier areas of trade relations; and 
those who are especially aggressive may become excellent expediters and 
troubleshooters. 

There is probably a point beyond which the purchasing operation cannot 
be centralized with a further increase in profitability. The fact remains, 
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however, that some of the finest and strongest purchasing departments are 
centralized. 

2.2 Advantages of Decentralization 

Compare a decentralized company whose three plants require a salesman 
to call on three buyers with die one in which centralized purchasing enables 
the salesman to service the three plants in one call. This saves buying as well 
as selling time. 

Usually the decentralized purchasing department can react more quickly 
in emergencies than the centralized group. Also, central buyers who are 
physically distant from the point of use may be less in touch with materials 
problems and specifications. 

The loss of a key person is not as serious as it might be in die strongly 
centralized group. And it is possible to keep responsibility and audiority 
closer to the firing line to permit greater flexibility where decisions do not 
have to be refened to a remote head office. 

Like centralization, decentralization can be overdone. Small, scattered 
buying groups may have little opportunity to be heard by top management 
and be so weak that they have little voice in company affairs. Buying 
decisions may then be dominated by other, more powerful departments that 
are not aware of the role of purchasing in achieving profitability. 

Generally most companies start with centralized purchasing, frequently 
converting to a decentralized function as the company expands and grows 
into separate divisions. There are no strict rules to follow. Some large 
companies remain centralized even with many plants in different parts of the 
country; others are decentralized, having several departments in the same 
plant area. 

In practice there are numerous variations on the organizational theme; 
however, they are usually combinations of the line and staff and functional 
types. They may be either centralized or decentralized. It is possible, for 
instance, to have centralized functional control along with decentralized 
buying as seen in Figure 2-3. This sort of structure allows the divisional 
manager to retain authority over buying, but it permits procedural and policy 
control to be retained by the central purchasing authority. 

Many large corporations find it completely unpractical to centralize 
many buying organizations throughout the world. The global corporation 
presents an organizational challenge about how to bring together buying 
actions. How can buying be centralized despite confusing organizational 
channels? In organizing to do the job, the classic question is, “Do we buy 
centralized or decentralized?” We can do both! In dealing with suppliers, a 
specific item can be bought solely by a plant, or centrally. To enhance 
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productivity, the challenge is to get over organizational banders and form 
cross-functional teams. 

Without question, the most popular organization is the 
central/decentralized organization. Purchasing is one area of materials 
management that a company can centralize, regardless of the organizational 
structure that exists. Whereas centralizing inventory may be difficult in a 
multi-plant environment, the buying activity can be controlled for maximum 
strategic and economic leverage, regardless of location of the buyers and 
suppliers. The challenge presented by these hybrid structures is to maintain 
strong communication between the centralized strategic people who are 
guiding the selection and oversight of key suppliers and the decentralized 
buying activity responsible for supplier delivery and quality performance on 
a day-to-day basis. Many organizations have found electronic tools such as 
e-mail and Internet based collaboration to be highly effective in meeting this 
need. 



2.3 Titles Used in Purchasing 

Purchasing uses a variety of titles, the most common today being 
purchasing manager, which replaced the title of purchasing agent used 
almost universally before 1960. If a company has several PMs, the person 
supervising them may be assigned the title chief purchasing officer (CPO), 
director of purchasing, director of procur ement, general purchasing manager 
or sometimes materials manager or di l ector of material or supply, the latter 
titles usually implying added materials responsibilities. In smaller 
organizations, PMs may report directly to a vice president with a title similar 
to the above. 

According to a 1995 study by the Center for Advanced Purchasing 
Studies, “Data about the chief purchasing officer (CPO) showed: Title - 

Vice President (37%); Director (36%); Manager (21%); and 59 percent 
changed titles since 1988.” 3 

The person doing the buying is, logically enough, referred to as the 
buyer. At one time the title “procurer” was strongly favored by the National 
Association of Purchasing Managers (NAPM), but it hasn’t found popular- 
acceptance. Senior buyers handle vital items of high dollar- value, or are in 
charge of several buyers and assistant buyers; sometimes the term 
supervising buyer is used. 

The title buyer/planner has gained favor by those plants that prefer to tie 
buying, expediting, releasing, and inventory responsibilities to the same 
person. Sometimes referred to as the “cell concept,” this relationship works 

- http://www.capsreseai-ch.org/publications/pdfs-public/fearonl995.htm page 2. 
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well for some, though managers wanting concentration of attention on costs 
of acquisition might question placing more detailed routine with those doing 
the purchasing. 

The expediter is, as the title implies, an individual who follows up the 
material bought to ensure delivery as required. In common usage are such 
additional titles as purchasing engineer and research analyst. These are the 
specialists who have proved valuable in ferreting out costs through special 
concentrated study. 

Other titles used include: purchasing engineer, analyst, and group 
coordinator. Tire “purchasing and supply manager” title may become more 
popular. In practice, titles in purchasing are no different from other business 
titles; it is almost impossible to determine a person’s responsibilities from 
the title alone. In some companies a purchasing agent has more authority and 
responsibility than a vice president of purchasing elsewhere, while others 
may apply the PA tide almost to the buying level. 

2.4 Where Should Purchasing Report? 

There is no universal agreement about where the function of purchasing 
belongs. It can be performed from almost any level, and can range from a 
purely clerical activity to that of a professional group reporting to the chief 
executive officer. Purchasing Today stated that CPOs report to senior 
executive vice presidents in 34% of all companies surveyed. That included 
16% to presidents and CEOs and the balance to a VP. And, 66% changed to 
whom they reported since 1988. 4 



3. THE MATERIALS MANAGEMENT 
ORGANIZATION 

The materials management (MM) and logistics management concepts 
have enjoyed popularity among many in the profession. Several 
interpretations of “materials management” exist, but tire centr al point is that 
purchasing is a subsystem of the larger materials management process. 
Basically, the concept places all functions having to do with materials — 
including production scheduling, material control, inventory management, 
purchasing, traffic, and materials handling — under a materials manager. 

Materials management canre into being during World War II and was 
employed by large aircraft manufacturers who were operating under 
government contracts. With mostly cost-plus-fixed-fee contracts, the total 

4 CAPS Research Summary, June 1996. 
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overall cost was not the driving concern. The prime objective was to get the 
planes and the guns out the door. 

Originally this MM position was envisioned to be on the same level as 
the production manager, both reporting to a vice president, or to the 
president. Various other attached functions such as traffic, receiving, and 
inspection may or may not be included within the MM jurisdiction, 
depending on the particular operation or company. The main idea was to 
make one individual accountable for inventories and materials. 

A typical MM organization chart, designed to provide the widest possible 
control over materials, is shown in Figure 2-4. Several variations of this 
concept are found in practice today, some placing purchasing on a par - with 
“materials.” So, we witness a tendency to use the terms “purchasing” and 
“materials management” interchangeably, though they are not technically 
equivalent. 




Figure 2-4. Typical Materials Management Organization 

In most companies in-process inventory is handled by manufacturing 
(material control) or by purchasing, so conflicts may arise when this 
responsibility is split. A prime advantage of placing all materials functions 
under the supervision of one executive, the materials manager, is that much 
friction is eliminated and accountability is clear. For example, when a buyer 
tries to increase order quantities to reduce the prices paid per unit, inventory 
will be affected. If those responsible for inventory have no responsibility for 
product costs, they can easily override price advantages to keep their stocks 
low. Further, inventory can be cut by depleting stocks and forcing shorter- 
than-normal supplier leadtimes on purchasing, causing loss of negotiating 
time, supplier ill-will and irritation, and extra expediting expense. 

There is potentially more danger in the materials concept when it 
includes production scheduling, which is integrally allied to manufacturing. 
Some proponents of the concept draw a sharp and abrupt halt, claiming that 
when it attempts to interfere or take over a shop’s production scheduling. 
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MM is in danger of overstepping the purpose for which it was designed. 
And, they’ve learned that probably an eventual conflict with manufacturing 
is to be expected. The less radical form of organization that they favor is to 
leave production scheduling under manufacturing. Otherwise it is identical 
to the arrangement shown. These advocates define MM as the grouping 
under one manager of functions responsible for the flow of materials, 
including requisitioning, purchasing, expediting, and stores up to the point of 
introduction to the production line. 

3.1 Why Do Some PMs Not Embrace MM? 

Some purchasing executives believe that materials or logistics 
management is their ultimate destiny, while others have been vehement in 
denouncing it. Many top people in the field have rejected the concept. Some 
have tried MM and found it inadequate; many purchasing practitioners 
persist in believing that purchasing itself is where profit is made. This 
viewpoint has largely been muted — for how can a part be greater than the 
whole? Obviously, it can’t be, so this seemingly reactionary, largely silent 
school persists. They believe the *‘part” that is purchasing is simply too 
important, too diverse, too externally oriented, and too allied with 
management and other functions outside the MM area itself to be subjugated 
within any such functional grouping. These are compelling arguments that 
should be considered. 

One cannot refute the claim that there is need for a coordinating activity. 
Some assume that this coordination can best be effected through MM 
whereas advocates of modern purchasing believe an upgraded, aggressive, 
and intelligent purchasing department can achieve it at least as well. 
Discussion of MM is further confused by failure to distinguish between the 
headquarters and the plant organizations. MM at headquarters often entails 
perhaps 85% or more “purchasing” activity, and 15% functional inventory 
surveillance; at the plant level, it may involve 85% inventory control — 
delivery and quality oriented — with 15% of the effort devoted to 
“purchasing.” MM can be quite effective at the plant level. Yet it may not be 
possible to centralize the MM function, since primary inventory 
responsibility must remain with each specific plant. 

Tending to push purchasing to the top of the management level is its vital 
impact on profitability through pooled buying and strategic management of 
the supply chain. So, the advantages claimed for MM are identical to those 
that should result when good purchasing people work in conjunction with a 
sound overall organization. Gaining an understanding of sales and 
manufacturing requirements, keeping an eye on suppliers’ innovations, and 
watching the needs of the engineering department as it works to ready new 
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products for manufacturing and marketing is expected. This job of modem 
purchasing as a profit enhancer encompasses far more than just those 
functions that are generally considered to fall within MM. 

Because buying decisions require conflict resolution and lateral 
negotiations within the company, an effective setup is when the CPO is on a 
par organizationally with the general managers of the operations for which 
they have purchasing responsibility. These managers report to a senior vice 
president or CEO. This arrangement provides an umbrella under which 
purchasing cannot be coerced or dominated by powerful influences outside 
the supply management function. 



4. REENGINEERING THE PURCHASING 
ORGANIZATION 

Centralization does bring strength to externally oriented functions. Yet, at 
the same time, there is a significant need for freedom to act at specific 
locations where the activity occurs. 

Purchasing is not alone in its identity crises. Engineering, for example, 
has problems stemming from its splintered disciplines, but engineering 
stands on its own intrinsic value, as does accounting, marketing and sales, 
manufacturing, and management itself. If purchasing is to succeed 
professionally, it must identify its “raison d’etre,” then claim its rightful role 
to satisfy its technical, economic, and legal heritage. 

Reengineering is fundamentally changing the way people do their work 
to achieve superior results. Process reengineering has eliminated duplication, 
avoided sub-optimization, and gained continuous improvement by 
thoughtful analysis of process details. Many people have what might be 
called “functional fixation.” For example, pass them a broom and they 
figure, logically, it’s for sweeping the floor. However, put a broom in the 
hands of imaginative youngsters. Perhaps they’ll sweep the floor, but it’s 
more likely they’ll pretend to hold it like a rifle, or ride it like a horse. Their 
instincts are not programmed to limit the broom’s usefulness. 

The degree of organizational confusion about purchasing is indicative of 
a function still evolving. So, let’s depart from traditional organization ideas 
and creatively explore another perspective. Regardless of the type of 
organization, the basic functions must still be performed. It is doubtful 
whether any organization ever existed without an occasional healthy 
disagreement. There is seldom a single system that will work for everyone, 
although there is usually one that will work more efficiently when adapted to 
the specific need. 
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People try to “see” a corporation as a picture or symbol. Early 
management literature depicted the corporation as a pyramid. At the top is 
the president, down through the upper and middle management is where our 
purchasing chief resides, and finally the workers make up the base. This 
viewpoint spawned expressions such as the “pinnacle-of-success,” “reached 
the top,” “head-of-the-firm,” and the like. 

As people achieve they want to share the pinnacle. You don’t like to be 
seen as inferior or below anyone, do you? Neither do others; so, circular 
organization charts have been developed, with the president as the hub and 
workers as the rim. And, these images change. Some management planners 
describe a corporation as “energy exchange systems.” Reflecting systems 
theorists, a corporation is seen as an open system engaged in constant 
transactions with its environment, which is seen as a system of systems. The 
transactions are said to take place in a field of force operating in space/time 
and made up of all the patterned but individual desires and aspirations of all 
the people who make up both internal and external environmental systems. 

4.1 Organizational Structure and Relationships 

We may hear, “It isn’t my job; someone else has that responsibility.” 
There has probably been more success in breaking purchasing job 
responsibility into component areas than in fitting the pieces together as a 
cohesive working unit. But organization is not simply a matter of breaking a 
function down into its components and depicting them in a chart. Rather, it is 
a means of bringing together people working in different spheres of interest 
and coordinating their abilities to achieve the common goals of the 
department and company. 

More recent attempts have shown an organization as spheres of 
influence, with a variety of circles representing functions or people. The 
organization as seen in Figure 2-5 is not the oblong box chart of authority. 
The purchasing sphere will be larger in company A, and smaller in B, 
depending on capabilities to do the job. 

Multitask teams calls for more flexible horizontal type organizations. 
Cross-functional teams working on projects or key commodities require 
innovators. As seen from this figure, supplying the in-between areas that do 
not neatly fit into any manager’s job scope will have to be done by the 
purchasing or supply chief of the future. 

Look at these spheres of influence as eggshells within eggshells. If we 
punch through our shell, we either crack the one next to us, or we move into 
a void. In any company there are always those vacuums or voids that no one 
else appears interested in or knowledgeable enough to fill. The purchasing 
and supply chief needs to take the lead more often to fill these voids. The 
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important tiring, as far as the good of the total organization, is to get the job 
done. 



Company A Company B 




P = Purchasing 



Figure 2-5, Circles Representing Spheres of Influence 

4.2 Authority to Commit Independent of the 
Organization 

Companies operate under the laws of the state, which provide each 
specific company with authority to conduct business. Statutory “powers” are 
conferred through incorporation, and one of these is “to purchase as 
required.” The owners, stockholders in a public corporation, technically have 
that authority and, in turn, invest the Board of Directors with authority to act 
in behalf of their corporation. 

Figure 2-6 traces a complex chain of command to “commit the 
corporation,” depicting the derivation of authority of the buyer who legally 
is an “agent” of the company. While agency can exist verbally, most 
corporate charters require these authorizations to be in writing. Since the 
corporation is basically a “mental creation,” individuals must be empowered 
to act for it. This legally delegated authority explains the historic 
“purchasing agent” title. 

Purchasing derives its authority within the law of agency. Purchasing 
alone has the fomial authority to commit the corporation to expenditures. 
The concept of agency defines the manner in which an agent may bind the 
principal. An agent is “one who acts for and under the contract of a 
principal.” So, the agent/principal relationship is a fiduciary one. Acts of the 
agent result in the principal being bound to a third party. Both individual and 
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principal agree to the arrangement, which results in conditions binding on 
both. 



DERIVATION OF BUYER ACCOUNTABILITY 




! ' Up lo $100,000 

I MANAGER I 




Figure 2-6. Chain of Command to "Commit the Corporation” 

The buyer as a fiduciary agent accepts duties to the principal: to give 
loyalty, to obey instructions, to give notice of material facts, to use care and 
skill, and to account for property and money, hr return, the principal has 
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duties to its agents: to adhere to the terms of agency, to pay for services 
rendered, and to reimburse the agent for expenditures incurred on the 
principal’s behalf. 

As seen in Figure 2-6, delegation of expressed “authority to commit” is 
passed down from the stockholders to the presidents. From the need to 
execute the responsibility, additional implied authority accrues. The 
commitment chain must be traceable so that ultimately this authority arrives 
at the buyer’s desk, regardless of how simple or how complex an 
organization may be. Within the limitations placed on the buyer, he or she is 
formally empowered to commit and make binding arrangements with other 
corporations or individuals. 

Confusion often arises concerning purchasing authority because of the 
normal tendency of people within any organization to think and act in terms 
of organization structure. A general lack of understanding of the 
authority/responsibility role of purchasing has affected it as a profession. 
The important point is that the “authority to commit” channel that defines 
purchasing responsibility may be, and usually is, quite independent of 
organization structure itself. So, it is not surprising that research has 
documented that “professional purchasing managers do not appear to use the 
organization as their - reference source.” 5 

PMs can make use of a “commitment channel” diagram in lieu of the 
organization chart. For example, a manufacturing cost center reporting to 
president [A] in Figure 2-6 does not have its own purchasing department. 
People within such a center may wish to work directly with suppliers, 
independently of buyers. Flowever, the commitment channel shows that 
president A has delegated buying authority to the director of purchasing. 
Conversely, subsidiary president C has not delegated this authority since he 
operates with a separate buying organization overseas. While an 
organization chart may emphasize multidivisional complexity and 
independence with no clear organizational relationship to purchasing, the 
commitment channel diagram is explicit. By using the commitment channel 
concept in lieu of the organizational structure concept, purchasing managers 
determine when responsibility is clearly theirs, and, using implied authority, 
then discharge the responsibility to act! There is no need to have lengthy 
debate or to call meetings to determine “Who buys?” 

Before dismissing the above as too abstract, the figure shown and 
operating mode was the role that the senior author’s position required for 
many years. The same purchasing department reported to a variety of 



5 R. M. Barth and P. S. Hagstad. "The Effects of Professionalism on Purchasing Managers.” 
Journal of Purchasing and Materials Management, Spring 1979, p. 30. 
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executives as reorganizations altered the corporation, without affecting how 
the department itself worked. 

Much confusion about purchasing could be dispelled if we recognize that 
purchasing operates in two different ways: (1) day-to-day, and (2) long- 
range. By thinking in this way, it can be seen that the more decentralized 
day-to-day activities (logistics) can be undertaken within the plant operations 
while the centralized management control can exist independently at 
headquarters. Long-range aspects of source of supply, contract negotiations, 
in-depth market studies, long-term contracts, and supplier relationship 
objectives must remain centralized unless a corporation wishes to be merely 
an accumulation of smaller companies. 



5. DAY-TO-DAY VERSUS LONG-RANGE BUYING 

To gain background about strategic “long-range” versus “day-to-day” 
buying, we might compare management to building a two-story building. 
The lower floor plan will contain the functions of the business; that is 
engineering, sales, manufacturing, finance, and purchasing. The second story 
will mirror the first, and contain the same functions as shown in Figure 2-7 
that depicts how we’ll build our functional view. 




LONG-RANGE 
“PLANNING" LOOP 



DAY-TO-DAY 
“DOING” LOOP 



THE FIRST AND SECOND FLOOR PLANS ARE SIMILAR 
Figure 2-7. Two Story View of "Planning" and "Doing" Loops 

Multilevel buying activities can be classified into two classes: 

1. Strategic long range buying, or the “planning loop,” versus 

2. Tactical day-to-day buying, or the “doing loop” 
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Multiple-level buying occurs when the “high and low” of buying 
approaches problems in the same way. The doing loop hits low and the 
planning loop high. This results in a multiple attack on the same job, but at 
different levels. An analogy would be a team of surgeons performing an 
important operation where all are consulted, voice opinions, and perform 
tests, but when it’s time for action, only the doctor holding the scalpel makes 
the incision. While the surgeon has the “tine” responsibility, the others share 
a part of the planning; but that surgeon alone must be charged with the 
success or failure of the operation. 

How does a practical manager use this philosophy? Here is an example. 
A manager explains to the planning loop that they are responsible to see that 
plants are supplied with certain goods at a six-sigma quality level. Similarly 
the doing loop at the plant are reminded that they must track and report 
supplier quality performance. The planning people will work with the 
supplier to change processes to achieve the six-sigma goals, while the doing 
people will monitor and report progress over time. So, we have a team effort. 
The planners monitor and help the doers, while the doers get the job done 
day-to-day. How this works is one of the strategies described in Chapter 3 
that explains the down-to-earth way buying teams operate. 



Table 2-1. Tactical Vs Strategic Purchasing 



Factor 


Tactical 


Strategic 


Time 


Less than one year 


Two to five years 


Buying Channels 


Best immediate solution 


Strategic relationships 


Resources 


One of several combined 
activities 


Highly skilled personnel - 
technical, financial, influential 


Objective 


Get goods when needed 


Support organizational goals 
through supply chain action 


New product source 
selection 


Directed by engineering 


Team with long-range view 


Outlook 


Local 


Global 



The long-range strategic buying is the “upper” or planning loop and is led 
by the division, headquarters, or corporate operation. The day-to-day doing 
loop is located at the plant or decentralized buying site(s). It doesn’t matter 
whether a company has two or 52 plants — it’s just more complex. 

By thinking of multiple-level buying operations in this conceptual way, it 
is seen why the more day-to-day activities are done within each plant, or 
buying section. The longer ranged aspects of source of supply, pricing 
negotiations, and the higher goals may be centralized. Both loops cooperate 
and focus on the same area of operation, but in different ways. The planning 
loop decides how to do the job and makes plans. The doing loop carries out 
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those plans. Movement seems to be toward two distinct roles (1) strategic 
analysis, planning, and relationship building; and (2) tactical orders, 
execution, expediting, and so on. If these very distinct roles are not assigned 
to separate people, the strategic effort will likely fail. The tactical will 
displace the strategic because the short-range activities will always be more 
urgent. 

Today, with divisions stacked on top of, or grouped with, other divisions 
often having little relationship to one another, purchasing finds itself 
structured quite differently in different companies. Figure 2-8 is the 
suggested vision we propose for a conglomerate, or skyscraper management. 
Divisions are acquired, sold, merged, or are closed. Like a stack of trays, 
they are rearranged. Can such groupings possibly control their purchasing 
activity? Of course they can! 






MANAGEMENT 


PURCHASING 


o 


•GLOBAL* LOOP 


GLOBAL SOURCING 


o 


•NATIONAL' LOOP 
USA 


DOMESTIC SOURCING 


o 


•REGIONAL* LOOP. 
ETC. 


BUY FROM REGION 
N.E., SOUTH. ETC. 


o 


•AREA’ LOOP 


BUY FROM CLOSE STATES 


o 


■LOCAL* LOOP 
INDIVIDUAL PLANTS 


(ANY NUM8EH OF 
AUTONOMOUS DEPARTMENTS) 
BUY CLOSE TO HOME 



DIVISIONS OF COMPANIES, LIKE A STACK OF TRAYS. 
CAN BE MOVED IN OR OUT (SOLD. ACQUIRED, OR 
MERGED) OF THE TOTAL ORGANIZATION 



Figure 2-8. Conglomerate or "Skyscraper" Management Structure 



6. “PURCHASING AND SUPPLY MANAGEMENT” 
COMES OF AGE 

The preceding discussion paints a picture of an evolving and often 
meandering profession in search of its conceptual home. It appears the term 
“purchasing” is too restrictive to those who advocate a total materials or 
logistics approach. To those who see the act of acquisition and the allegiance 
to the financial and management goals, the function commonly called 
“purchasing” is not broad enough to encompass its profit impact. To many 
PMs, the term materials management relates to decentralized, plant-level 
activities. 
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The term “supply management” is gaining favor, as it conceptually 
implies control of the entire supply chain. 

We can summarize the evolution of organizational concepts we have 
discussed to this point in the following matrix: 



Table 2-2. Emphasis of Various Organizational Structures 



Title Applied 


Emphasis Placed On 


Result 


Purchasing 


Buying, acquisition of goods 
and services 


Multiple quotes, low price, 
narrow scope 


Materials management 


Internal material flow 


Organizational alignment, meet 
schedule needs 


Logistics management 


Overall material flow, 
physical distribution, inbound 
transportation 


Inward focus, not widely used 


Supply management 


Control of the supply chain 


Stresses proactive management, 
rapidly gaining favor 


Purchasing and supply 

management 


Supply economics and 
acquisition linked, global 
scope 


Company performance tied to 
supplier performance, manage 
the entire chain 



There are substantial driving forces behind the growth of supply chain 
management, such as: 

— Increased customer focus with strategic and global view 

— Greater value of purchases as a percent of sales revenue 

— Focus on total cost rather than on purchase price 

— Movement to lean manufacturing and similar white-collar process 
reengineering 

— Need to make process improvements among trading partners 

— Outsourcing of all but the core competencies of the organization 

— Consideration of lower tiers of supply as critical to success 

— Increased interest in recycling of content at the end of the product life 
cycle 

— View of supplier relationships as critical to achieving higher performance 
of the extended enterprise 

— Information technology (the Web) enables more frequent and 
comprehensive information exchanges 

Clearly these forces are strategic in nature, so it is not surprising that the 
role of the buying organization is becoming more long range and more 
closely aligned with enterprise objectives. 

By combining the terms purchasing and supply management, can we 
perhaps maintain the focus on the importance of purchasing, yet include 
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expansion into a globally oriented management of the total supply chain? 
The concept of “purchasing and supply management” (P&SM) emphasizes 
buying while recognizing the expansion of the ancillary supply functions, 
which are often difficult to separate. Focus is on managing the supplier base. 
P&SM seeks to shift from a tactical to a strategic-based outlook. Strategic 
emphasis is placed on value-added activities and total cost savings. But 
beware; buyers must shed the “lowest price at any cost” mantel they have 
developed if the purchasing and supply management organization is to 
achieve its true potential. 

The NAPM is endorsing the supply concept and in 2002 changed its own 
name to the Institute for Supply Management (ISM). This leading 
organization also established an Advanced Technology Center (ATC) that is 
dedicated to developing and executing computer-based education and 
training applications in “ purchasing and supply management ” functions. So, 
it appears sound to join the act of buying with the control of supply in all 
that these activities entail. Figure 2-9 shows how such an organization might 
be structured. 




Figure 2-9 Purchasing and Supply Management Organization 



Debate among managers about the one best form of organization may be 
fruitless. The question is how effectively will it add to the overall operation 
of the company? We believe that purchasing will contribute most when it is 
an independent, interdependent top management function. In this position 
the buying function will provide a total cost management approach, and this 
is vitally important to company survival. In the final analysis, management 
should place purchasing where it believes it can perform best. Each company 
must evaluate its own situation. 

The Internet has changed the landscape of most professional endeavors, 
and paperless workflow may be a long-term possibility, but the reality is that 
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people will always play a vital role in successful work efforts. The continued 
push for supply chain productivity improvement is an area where everybody 
in the chain has a stake, from supplier to manufacturer to consumer. The 
supply management team is responsible for managing that vital activity. In 
the ensuing chapters, we will discuss strategies to optimize the process of 
purchasing and supply management, within a global context. 




Chapter 3 

STRATEGIC PURCHASING SUPPLY 
INITIATIVES 



Experienced CPOs have had days that they thought were going to be 
easy, only to see them become extremely challenging. Other times, they’ve 
walked into the office in the morning knowing they were going to be busy 
with several major tasks — only to lean back in their chair that afternoon with 
everything done. “What’s next,” they’ve wondered and discovered that their 
busy day had somehow become routine. Why? Because they planned it 
better and they found their plan made the accomplishment of complex tasks 
much less daunting. 

Before anyone can effectively implement strategic purchasing supply 
management, he or she must plan a program of broad personal development 
and success, in concordance with his or her company’s plans and objectives. 

Here are a few questions to ask: 

— What are the company’s basic characteristics, its strengths and its 
weaknesses? 

— What is the future of the markets the company serves? 

— How does the company rate when compared to its competitors? 

— What are the company’s strategies, its plans, and goals? 

— How can organization goals be met, and how can suppliers, and therefore 
buyers, assist in their fulfillment? 

— Can we find ways to improve on any of the above? 

Purchasing managers should occasionally ask themselves if they are 
doing the things expected of a manager. “Am I managing or being managed 
by my work?” “Am I living up to the proper ethical standard?” “Am I 
keeping management and the buyers informed of facts they should know?” 
“Do I support other departments such as engineering and quality control?” 
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When the managers have an idea that might improve the company’s 
performance, do they speak up? Above all, they should implement the 
improvement within their own department when they have the opportunity. 
Far better that managers face up to shortcomings than to have others find 
them lacking. 

Managers should set their strategies based on their unique situations. 
Purchasing managers should have a strategic plan, and then use effective 
buying tactics to carry it out. By definition a “strategy” is a plan to reach 
long-term goals that takes one year or longer to complete. Strategy gives 
direction. While tactics form the basis for handling the various battles of the 
day, “strategic planning” is how to win the war! 

Strategic purchasing planning is inherently a high level approach that 
leaves the detailed action plans to follow. 

Some examples will include: 

— Selecting and evaluating suppliers to identify the best and providing them 
with the incentives to improve supply 

— Tapping supplier technological innovation before competitors 

— Reducing supplier lead time by guiding selected suppliers to adopt lean 
manufacturing methods 

— Developing closer ties with suppliers’ design capabilities through 
supplier/purchasing/engineering coordination 

— Improving post-purchase liaison — cost reduction, process improvement 
and warranty coverage 

— Negotiating inventory-reducing arrangements such as consigned stock to 
free up funds for growth requirements 

Strategic purchasing planning seeks to identify critical long-range supply 
issues, and to foresee sourcing changes. This reduces uncertainty by 
formalizing analytical and creative thinking in cost reduction. 

Strategic purchasing planning is a necessity for purchasing to become 
predictive and proactive, rather than reactive with short-term problem 
solving. Integrating market and supply strategies is a top management 
responsibility. The successful CEO will strive to strategically orient the 
company globally, not solely hi marketing but in procurement as well. 

Interpreting the strategic implications of global supply assurance for the 
company is a purchasing management responsibility. 

The chief purchasing officer (CPO) and the department should: 

— Understand interlocking supply relationships such as joint ventures and 
licensees. 
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- Integrate with the company’s other business strategies through better 
communications. 

- Support company strategic purchasing supply objectives. 

- Use cost control to achieve product price leadership. 

- Coordinate efforts to achieve quality results from suppliers. 

What can the purchasing department buy to support marketing’s effort to 
sell both domestically and abroad? The PM needs to set up cooperative 
efforts with joint supplier/buyer goals from a supply management outlook to 
better compete in world markets. 

A disturbing survey reported that while some academic literature 
advocates that purchasing should be significantly involved in major 
corporate activities beyond supply, research data do not show that this 
actually is taking place. 6 But perhaps this should be of little concern, for in 
the scope of purchasing and supply management there is more than enough 
in thejob to make major contributions to the company’s welfare. 



1. SELECTION OF STRATEGIES LEADS TO 
ACTION 

There are many purchasing issues that can be developed by the manager 
of purchasing into overall strategies and specific initiatives. Because there 
are so many possibilities, we have divided them into five major groupings, 
(1) management, (2) sources, (3) prices, (4) inventory, and (5) methods. 
Some areas for a purchasing organization to contribute to a company’s 
success might include the following: 

Management 

- Recmit and develop competent personnel. 

- Analyze the purchasing functions to be performed, and eliminate 
unnecessary costs. 

- Manage cost reduction and materials profit improvement programs. 

- Maintain a strong Toted Quality Management (TQM or six-sigma) system 
to achieve and maintain quality requirements. 

- Interpret the strategic implications of global supply (delivery, quality and 
cost risks) for the company. 

- Search globally for new and alternative ideas, products, and materials to 
improve company profitability. 



6 NAPM's 1996 CAPS inquiry of 556 U.S. and 46 Canadian firms 
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- Maintain current, comprehensive and accurate records, and develop 
information technology tools to maximize administrative efficiency. 

- Assist in the integration of materials management policies. 

- Develop relationships within the company itself, particularly with 
engineering, finance, and manufacturing. 

- Manage performance-related strategies including control of department 
expenses. 

- Evaluate and participate in decision-making and planning of major 
purchases. 

- Promote work on special materials projects. 

Suppliers 

- Create an overall supply base management strategy. 

- Initiate and maintain productive and mutually beneficial supplier 
relationships. 

- Assist suppliers with quality and process improvements. 

- Track major suppliers position in their marketplace and report the 
possible effect of trends on long-range availability and costs. 

- Develop reliable alternative sources to ensure economic supply for vital 
materials and components. 

- Construct and implement diversity (minority/small business) programs. 

Prices 

- Procure materials at the lowest total landed cost (often also referred to as 
“total cost of ownership”), consistent with the quality and service 
required. 

- Conduct cost and price analyses, set target costs for key purchased items. 

- Use available purchasing cost reduction techniques. 

- Substitute less costly materials when possible and technically acceptable. 

- Focus on the buyer’s intrinsic buying power — use leverage to improve 
the company’s competitive market position. 

- Monitor price trends of major purchased items and provide management 
with long-range forecasts of cost trends and material availability. 

Inventory 

- Monitor assets in inventory to keep the minimum investment in materials 
inventory consistent with avoiding outages of critical supply items. 

- Minimi ze inventory losses due to duplication, waste, and obsolescence of 
purchased materials. 

- Set material cost standards for inventory and financial planning. 

- Consider a proactive strategy for component obsolescence. 
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Methods 

— Construct and implement key commodity plans. 

— Track short- and long-range material supply availability. 

— Search out new materials development and availability. 

— Upgrade product quality through quality and reliability initiatives. 

— Strive to source through the best buying channel. 

— Understand the internal application of goods and services purchased. 

— Integrate commodity-sourcing strategy with new product development 
projects. 

— Promote standardization and simplification of components and products. 

— Create material systems process improvements using information 
systems and simplification techniques. 

— Conduct or take part in make-versus-buy studies. 

— Evaluate consolidation of shipments, modes of transportation, and the 
like, in cooperation with the traffic function. 

— Measure purchasing productivity and interpret results by implementing 
integrated materials measurements. 

— Prioritize all program elements according to importance. 

Often there will be substrategies. For example, a strategy to “maintain 
supply” may have contributing strategies such as (1) develop new sources, 
(2) develop supplier partnering, (3) contract long range, and so on. As 
another example, a strategy to import more low cost components might need 
a substrategy to maintain a domestic backup source. 

Effective management seeks to look at future occurrences by projecting 
and interpreting trends. A long-range strategic approach of between three 
and five years is appropriate, as predicting further beyond becomes 
exponentially more difficult. A pronounced trend toward global purchasing 
makes this a top priority. 

Using the comprehensive list above as a guide, here is a sample of a 
structured approach an organization might take to strategic procurement 
planning: 

— Use procurement planning to control the major commodity families 
representing at least 80% of the total dollars spent. 

— Each commodity procurement plan shall achieve maximum buying 
leverage through the use of buying teams in delineating the strategy. 

— All commodity plans will make use of total landed cost of acquisition in 
supplier cost comparisons. 

— Plans will outline methods to select, motivate, and evaluate suppliers. 

— Plans will include, wherever feasible, methods to foster supplier/buyer 
partnering, such as: 
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a) Joint cooperation on new products or projects. 

b) Shared process improvement initiatives. 

c) Collaborative use of suppliers’ knowledge and capabilities. 

d) Assistance to suppliers in improving their performance through 
process analysis, quality improvement and cycle-time reduction. 

e) Reduce lead times and cycle times to decrease inventory and free 
funds for growth requirements. 

- Teams will use the following methods in developing and executing 

commodity plans: 

a) Apply cost reduction techniques such as lean manufacturing, six- 
sigma, value analysis, systems contracting, make versus buy, and the 
learning curve. 

b) Establish corporate agreements to provide supply to multi-location 
purchasing. 

c) Protect prices by a strategy of hedging or forward buying. 

The field of supply management strategies is constantly evolving, and at 
a very rapid rate. The practitioner is challenged to keep up with the latest 
practices and methods. The advent of e-commerce has further accelerated the 
pace of innovation. Regular attendance at supply management forums, 
training from numerous sources, and Web searches will help keep the supply 
manager in touch with the latest thinking A wide variety of timely supply 
literature is also available in professional journals and magazines. Just a 
couple of examples include: Purchasing magazine, and ISM’s Journal of 
Supply Chain Management and Inside Supply Management. 



2. SUPPLY BASE MANAGEMENT STRATEGY 

Ensuring economic supply to fulfill business needs is the central 
objective of supply base management. To accomplish this noble objective it 
is necessary to have suppliers whose efforts are well aligned and integrated 
with the customer’s goals. Then a high level of collaboration between buyer 
and seller can produce dramatic gains in quality, cost and delivery 
performance. 

Before it’s possible to create an improved supply base, it’s necessary to 
clearly understand the present situation. Analysis of current spending 
patterns is the first step. Spending information has traditionally been 
obtained from accounts payable records from past periods, but new software 
offerings have made this information much more readily available. In cases 
of long established large businesses, such an analysis will most likely expose 
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the fact that hundreds, even thousands, of suppliers are currently included in 
the active supply base. 

Further analysis will show a wide disparity of purchase dollar volume 
among active suppliers. The “80/20 Rule ” will probably apply; 20% of the 
suppliers furnish 80% or more of the dollar volume, and vice-versa. A 
substantial effort will be required to achieve the high degree of integration to 
meet mutual buyer and seller objectives. Usually it will be clear there are too 
many suppliers to develop such close working relationships with all. 

A detailed analysis of the active suppliers requires breaking the spending 
down into commodities or part families, and by delivery location. At this 
stage many large and medium businesses will notice they have no suitable 
source for the needed information, at least not at the desired level of detail. 
Manual data collection is possible, but is very time-consuming and subject to 
individual judgments as to what is or is not to be included. A broad-based 
Enterprise Resource Planning (ERP) system will provide such information, 
if purchasing, stores and payables records are all included. The potential 
value of detailed information on current overall spending has been a primary 
justification for some companies to implement an e-Procurement system. 

The collection and analysis of spending information will expose 
opportunities to consolidate requirements with fewer suppliers, enabling the 
development of more productive relationships with them. This may appear a 
daunting task, but it can be greatly simplified when approached strategically. 

Such an approach has three stages, 

1. Supply base rationalization, 

2. Supplier capability development, and 

3. Collaborative initiatives. 

The stages are sequential but one part family may be at stage 2 or 3 while 
another is beginning stage 1. Of course the central focus will be on 
continually reducing the supplier base to the best performers and the most 
valuable joint efforts. 

Figure 3-1 depicts a typical supply base management strategy. This time 
line chart of supplier count shows how the first phase for most buyers will be 
to rationalize or systematically reduce the number of suppliers. The objective 
is not fewer suppliers; it is simply a necessary step in bringing the number to 
a more manageable level for developing a value-added relationship. The 
rationalization process should produce substantial savings, as business is 
concentrated with a few suppliers that offer the best prospects for future 
integration. 
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Figure 3-1. Supply Base Development Strategy 

In the second phase, supplier capabilities are developed and refined 
through performance evaluation, joint improvement projects and 
performance tracking. Projects may include quality and lean manufacturing 
initiatives, leadtime reduction and six-sigma process improvements, all 
aimed at providing better service to the final customer. There may be further 
rationalization of the supply base as suppliers’ willingness and ability to 
improve are tested. 

Once it is evident that a particular suppher will be suitable to share long- 
term efforts and risks in a collaborative relationship, the final phase begins. 
This phase may be undertaken immediately with some suppliers and may 
never be reached by others; the strategy is based upon leading as many as 
possible to this level as early as possible. Don’t try to work at this level with 
too many suppliers at the same time; a few truly productive relationships are 
more valuable than many that are faltering. These efforts are complex, time- 
consuming and require investment of resources and continual follow-up 
from both buyer and seller. 

This section has discussed the overall strategy of managing the full range 
of supphers, which many companies have not done. In some cases, 
particularly with a recent start-up, this may not apply because the supply 
base is still in the formative stages. The supply organization can accelerate 
its contribution to enterprise performance by careful analysis and strategy 
development in the structure of and rationale for both the number and 
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selection of suppliers. The next section on commodity plans will expand 
further upon this strategy. 



3. SUPPLY PLANS TO CONTROL MAJOR 
COMMODITIES 

Buyers in small companies can use planning as well as those in huge 
conglomerates, even though they may have little need to cooperate with 
other buyers. In that case the planning is still valid, but the buyer can ignore 
the interplay of others. To address the need for cooperative efforts in the 
case of purchases from several locations, the following section will clarify 
the difficult task of pooling volumes of purchases from several independent 
departments or divisions. 

With knowledge of the needs and interests of the operating divisions, 
planning is made possible by a document in the form of a Commodity Supply 
Plan that is the basis for action. Each manager should decide how to 
approach the tasks by using the combined inputs of top management, 
finance, marketing, engineering, manufacturing, and purchasing. At a 
minimum, the plan should include (1) targets for the number of new buying 
or value analysis teams to add, (2) savings targets for each, (3) steps to be 
taken to coordinate with engineering, (4) efforts to manage suppliers, and (5) 
steps to improve make-versus-buy approaches. 

Commodity supply plans maintain focus. They should be adjusted to the 
supply market and production systems, as well as marketing strategies and 
company objectives. Each manufacturing location can use the plan in the 
sourcing of its requirements. 

The commodity supply plan is a written strategy, and is controlled by the 
lead buyer as agreed to by the team. The task of planning and nurturing the 
team is the job of the central headquarters commodity manager, or PM. 
Depending on organization, the “captain” who puts the plan into action, most 
logically, but not always, is the largest user. It should be noted that in 
practice the buyer who has the enthusiasm and talent to get the job done has 
led some of the most successful teams. Remember, sometimes the smallest 
user is the one with the most to gain by pooling with the other larger users, 
so selection ofthe “captain” should take into consideration this reality. 

The roles of planning and team activities need to be defined enough for 
each participant to optimize results. There shouldn’t be excessive red tape! 
There is sometimes friction when a buyer from headquarters tries to 
coordinate buying with many decentralized buying operations, so the central 
buyer must have enough “statesmanship” to allow the team captains to 
perform their job. In a successful implementation, the team captain, who is 
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to negotiate for all, still must respect the headquarters manager’s central 
interests. 

Commodity supply plans are a means of combining enterprise-wide 
usage patterns for optimum negotiating leverage. Figure 3-2 shows the three 
parts of procurement planning for a commodity, namely: (1) History, (2) 
Commodity Overview, and (3) the Strategic Plan itself. The brief history is 
the volume by using location, suppliers and splits of business, prices over the 
last three years, and source evaluation. The latter includes supply issues, 
labor contract dates, delivery performance, quality, and cost performance. 



HISTORY 



COMMODITY OVERVIEW 



STRATEGIC PLAN 



. USAGE 
• SOURCES 
. COSTS 
. QUALITY 




. REQUIREMENTS 
. INVENTORY 
• RAW MATERIAL 
. CAPACITIES 
. LABOR UNIONS 
. TRANSPORTATION 



. CAPACITY 

• INVENTORY 

. SPLITS OF BUSINESS 
. NEW SOURCES 
. QUALITY 
. STANDARDIZATION 
. TERMS 

• STRIKES 

. MAKE OR BUY 



Figure 3-2. 3-Part Commodity Procurement Plan 



The plan should include the manner of translating strategic goals into 
specific tactical actions to achieve desired results and to control progress. 
The objective is to foresee and eliminate supply problems before they occur. 
The important team members are identified and the documented plan 
becomes the blueprint used by each buying location as it sources its 
requirements. 

To execute the plans, teams need to be formed. Once in place, these 
teams can be quickly activated by a phone call or e-mail notice to respond 
when there is an impending price increase, product quality or delivery 
problem, or whatever the need. However, teams will not be built without 
management support and direction. First we need to answer, “How do these 
teams work?” 



4. SEEK LEVERAGE WITH BUYING TEAMS 



To ensure that company buyers have leverage to exercise they must have 
options as to where to buy. The best of both worlds is to strengthen the 
autonomy of the decentralized buying unit while using combined “economic 
voice” as leverage in negotiations. Most companies achieve the former go-it- 
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alone approach, while the latter requires teamwork and more strategic 
planning, and a good “climate” is needed to achieve results. 

We have previously made the case that the PM needs to build teamwork. 
Using a sports analogy, assume you’re on a football team that is playing in 
the Super Bowl on national TV. Which would you prefer...? Your team wins 
by four touchdowns, but you dropped four of five passes thrown to you? Or 
the team loses by two touchdowns, despite your catching a record 20 passes 
for 300 yards? The individual has excelled but the result is not that desired 
for the team. Obviously then, it is not easy for a manager to build a team if to 
some degree everyone is out for himself. 

Teams are useful when buyers seek to have a say in controlling their 
marketplace. If a company consists of a single plant, or performs 
decentralized buying, then the seller often has more control of the 
marketplace. The supplier may strategically decide to be highly competitive 
in the East, but get higher prices out West where there may be little 
competition. In short, buyers buy in the market that they define. And, sellers 
will negotiate separately with each buyer in a company with multiple 
locations, that is, unless the buyers define their marketplace collectively. 

It’s often a stated management objective that the corporation is going to 
use its combined volume leverage in making its purchases. There is no 
debate about the expected results, but the question is, “How do you do it?” 
One way is to mobilize buyers into task force teams to present a united front 
to suppliers. These teams may not follow organization structure. The team 
sets a variety of goals. This way, the buyer has more control of the 
marketing arena and in deciding when to negotiate. An important point is 
that whoever can define the global marketplace often can command the 
pricing situation. By redefining the marketplace to the buyer’s advantage by 
breaking down local, or regional selling, a much better result often ensues. 

Of course everybody is for teamwork. However, if one believes 
teamwork means, “Others have to cooperate with me,” but not the reverse, 
then it’s not going to work! Therefore the roles of planning and teams need 
to be clearly defined and agreed upon by the team participants. 

PMs should foster commitment from the team members, manage team 
conflicts, and help keep teams focused on reachable goals. They can help 
remove obstacles in the team’s way, and make sure team members know 
their- role. Giving support and constructive input helps the team know where 
it stands. 

Moreover, practical experience has shown that: 

- Teams have been highly successful. 

- They are fragile. 

- Communication suffers if leadership is not shared. 
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- Team leaders normally are the largest buyers of the item (but again, there 

are exceptions if smaller users have more to gain). 

- Team members who endorse a plan will follow it. 

Consensus brings strength to the team! When a team endorses a plan, 
each member is vested and has a commitment to carry out a specific 
negotiation with the objective of obtaining company-wide contracts. The 
result is the most advantageous material acquisition for all members of the 
team collectively. 

The authors know many examples of successful teams covering such 
items as motors, valves, capacitors, semiconductors, fans, and even non- 
production MRO items as well as numerous other commodities common to 
multiple plant organizations. Based on Pareto’s Principle, only about 20 
teams are required for most companies to control more than 80% of their 
production purchases. These teams are often known as purchasing councils, 
and consist of a commodity expert from each purchasing location. 

Table 3-1 shows how an actual team today controls its major motor 
purchases. This chart depicts the effect of combining purchase volumes for a 
typical buying team. At the top the using plants Nos. 1, 2, and so on, are 
listed. The suppliers are A, B, and so on. Analysis shows that 30 million 
dollars are spent on motors purchased from supplier A by buyers in all of the 
plants. Intuitively, it makes sense that negotiations of this magnitude should 
produce lower costs than each buyer could achieve alone. 

If plant No. 1 centralized its motor buys, it could negotiate $65 million. 
Plant No. 2 could negotiate $35 million, and so on, while smaller plants may 
buy under $1 million. But, what would be the result if all $145 million were 
collectively negotiated? 

If 25 buyers are all buying from the same set of suppliers, usually three 
or four buyers will spend the majority of the dollars. For optimal results 
then, the remaining buyers all need to have the same story and approach with 
the suppliers. The smaller slices of the purchase pie have much to gain so 
they usually will go along with those with greater leverage, but only if their 
input is requested and valued. The combination central/decentralized 
approach has proven effective, but takes a high degree of cooperation. 



Table 3-1 Team Combines Purchase Volume [Millions of U.S. Dollars] 



1HEJ55IE3B1 


Plant 1 


Plant 2 


Plant 3 


Other Plants 


Total 


A 


15 


0 


10 


5 




B 


35 


5 


5 


3 


48 


C 


0 


20 


5 


1 


26 


D 


10 


8 


2 


1 


21 


All Others 


5 


2 


3 




20 


Total 


65 


35 


25 


20 


145 
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Here is another real-life example of a successful purchasing team with 
purchases of $5.5 million of fasteners. In this example, 14 individual buyers 
throughout the corporation buy these types of fasteners. Five major buying 
team members, with concurrence from the others, met before the supplier 
was invited to negotiate an announced price increase. Exercising leverage, 
the price increase was cut in half, resulting in a $250,000 cost savings 
through use of combined buying power. And as a value-added bonus, prices 
stayed linn for several months while under negotiations. 

If each buyer buys at the lowest price he or she can get, what more can be 
expected with a decentralized organization? What kind of negotiation 
leverage or power does the buying company have? How does anyone speak 
for a company in a decentralized environment? The answer is in the use of 
buying teams (or councils) that focus on the highly repetitive purchases 
where every company has potential high volume leverage, and many 
common items from major suppliers. 

Summarizing how buying teams operate: 

- All plant (or decentralized) buyers buy each item to the best unit price, 
using normal “day-to-day” purchasing practices. 

— The commodity team, under guidance of its “captain,” uses a purchasing 
strategic supply plan to gather information, and form the negotiation 
team. 

— All buyers cany out the negotiation strategy of the plan because they take 
pail in setting it, realizing how their buying is strengthened. 

- The buyer’s individual negotiations are enhanced by total volume 
leverage, which in turn reduces unit price and/or improves service at each 
plant location. 

We have seen how consolidated buying can pay big dividends to 
participating locations in the multi-plant organization. A logical 
implementation vehicle for such arrangements is a Corporate Purchasing 
Agreement (CPA), which may be issued from the headquarters or a 
designated major branch. Many major companies like to sell by such 
agreements. They can be used for most materials and components, provided 
the volume warrants it. All buyers may draw upon the better prices based 
upon their total spending volume. 

CPAs can often cover as much as 80% of most companies’ purchases. 
They are most commonly used for metals, motors, hardware, chemicals, and 
the like for heavy equipment manufacturers. But commodities vary by type 
of business, the key being the degree of commonality of commodity usage 
across the enterprise. CPAs can have specific prices, but often have 
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purchased earned discounts (PED) that grant percentage reductions for 
volume over set target amounts. For example: 1% reduction in price for 
volume over $1 million, 3% over $3 million, and so on. Of course, there 
must be some justification for lower prices in the suppliers’ costs, as benefits 
are a mutual win-win for the partners, with higher volume sales for lower 
priced purchases. 



5. TACTICS TO CARRY OUT STRATEGIC PLANS 

Tactical initiatives are short-range, day-to-day actions concluded usually 
in less than 1 year. Tactics are how to win the battle ! Many experienced and 
successful managers each morning write down at least three tactical things to 
be done during the day, regardless of any interruptions. 

Tactical planning has two key components, one that is quantifiable, while 
the other is not. The quantifiable part might be in a budgetary form that 
equates money or quantity with time. The portion not quantifiable includes 
such factors as the economics, operating assumptions, objectives, and means 
of doing the job. 

Tactics are the actions buyers will take to carry out the strategic plans. In 
a sense they are the pillars that hold up the building. Buyers should set their 
tactics based on their strategic plans. 

Some tactics the buyer might use include: 

— Develop and implement supplier performance tracking reports. 

— Perform cost and price analysis of materials, components, and services 
and contract for lowest total cost, consistent with maintaining both 
quality and service. 

— Conduct reverse auctions to determine lowest prices available for highly 
competitive purchases. 

— Spread purchases between two (or more?) suppliers, to avoid single 
source problems. (If one source makes sense, have a contingency plan for 
supply disruption.) 

— Avoid frequent switching of supply back and forth between suppliers. 

— Perform regular market searches on the Internet to identify potential 
sources. 

— Stop buying from a supplier who doesn’t do a good job. The supplier 
may be the best known, but if he doesn’t serve you well, then his name 
recognition won’t save you. 

— Identify inter-company process improvement opportunities, using process 
mapping techniques and system integration software. 
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- Use collaboration tools such as Web conferences to encourage supplier 
technological innovation ahead of your company’s competitors. 

- Evaluate suppliers’ performance and motivate them to improve quality, 
delivery and cost by developing specific targets, timetables and rewards 
for such gains. 

- Consider offshore sourcing when economically justified. 

- Promote standardization and simplification of components and products. 

Long-term commitments should help, but beware! Unless there is an 
ongoing rapport with performance metrics in place, these “commitments” 
often fail to meet expectations and may even vanish when shortages occur. 

Additional specific strategies and tactics will be presented in subsequent 
chapters, as they relate to specific aspects of the purchasing and supply 
management function. Many more strategies will be presented as we review, 
as an example, the components of good buying, as detailed in the chapters 
about quality or negotiations. 



6. EMERGING STRATEGIC OPPORTUNITIES 

Information technology and the explosive growth of the Internet have 
created many new ways to exploit strategic supply initiatives. Many of these 
possibilities are derived from information that is now available immediately 
rather than at the end of the month, or quarter, or year. Furthermore, most of 
the opportunities involve more accurate information from which more 
meaningful analyses may be conducted. 

For example, in Table 3-1, the buying personnel at each location 
formerly gathered the i nf ormation using accounts payable history files, 
usually from the prior year. Then someone would manually combine the data 
to form the chart in Table 3-1. Today it’s possible to capture the spending 
information in a single file, directly from the ordering systems, as often as 
daily if necessary. The result, both the accuracy and the timeliness of the 
information are dramatically improved. 

The information about current spending patterns provided by most e- 
procurement systems is of such value that, in some instances, it has been 
used to justify the large investment in such systems. The statistical detail 
provided by point-of-sale data capture — the use of computer terminals to 
record the transaction electronically — is of tremendous value in analysis of 
low-value transactions. In this case, the cost and time to manually record the 
detail would surely be prohibitive, but with automation, it is done when the 
transaction is executed. The information, held in files called a data 
warehouse, is available for analysis at any time. 
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Reverse auctions, held online and in real time, provide the opportunity to 
solicit bids simultaneously from anywhere in the world. This makes possible 
a single bidding event where all suppliers are continuously aware of the low 
price in the market, should they want to ensure making a competitive 
offering. These online auctions require a substantial amount of planning and 
communication with potential suppliers before the bidding event itself 
occurs. Be sure to fully understand and follow the correct process for these 
pre-event activities before undertaking such an effort. 

The following Table 3-2 offers some potential benefits made available by 
these technologies. 



Table 3-2. Strategic Technology Opportunities 



Enabling Technology 




Internet search capability 


Locate sources globally with more complete information. 
Locate highly customized products and services. 


Web-based reverse auctions 


Bring opportunity to bid simultaneously to suppliers 
anywhere in the world. 


Point-of-sale terminals 


Capture and report consumption in real time. 


E-Mail, video-conferences, 
teleconferences and instant 
messages 


Enable virtual global meetings, global conferences and 
collaboration without travel expenses and simultaneous 
communication across multiple tiers of the supply chain. 


Enterprise resource planning 
(ERP) 


Synchronize events across the supply chain and identify 
savings opportunities between trading partners. 


E-procurement 


Automate purchasing transactions, data capture and reporting. 
Simplify workflow. 


Spread sheet 


Analyze quotations using weighted criteria Analyze supplier 
cost structures. 


Data warehouse 


Analyze multi-location spending. Maintain and report 
supplier quality and delivery performance history. 


Remote monitoring 


Allow suppliers to monitor equipment performance and 
conduct preventive maintenance. 


All of the above 


Reduce cycle-time and transcription errors throughout the 
supply chain. 



We will explore many of these strategies and practices in later chapters of 
this book. They arc mentioned here to lay the foundation for their strategic 
importance as tools for process improvement and total cost reduction. 






II 



CREATING THE VISION 




Chapter 4 

THE PURCHASE ORDER PROCESS 



Before getting into specific purchasing tasks, and ultimately considering 
how to improve the job, it is worthwhile to first review the purchasing 
process itself. The first portion may be a refresher for experienced 
purchasing managers, but is essential to understanding for non-purchasing 
personnel seeking insights into the profession. The latter sections provide an 
enlightening view of how e-commerce tools are redefining the fundamental 
procurement process. 

This chapter will briefly outline the basic steps in the purchase order 
process, including some of the more common clauses used in purchase 
contracts. (The more detailed discussion of purchase order clauses will be 
covered in chapter 15.) The discussion will conclude with an overview of 
some of the information technology and Internet tools currently available to 
assist in this fundamental purchasing workflow. 

Let’s begin with the mechanics of the buying process (refer to Chapter 1, 
Figure 1-3) that is initiated by a requisition or other definition of need from 
within the organization. The buyer will analyze the requisition and 
ultimately complete it by adding the pertinent purchase data. To edit the 
requisition, buyers will also need their company’s forms and records, 
supplier catalogue, purchase history records, and purchase order number file 
(unless forms are pre-numbered). Of course, if the department has become 
“paperless,” then the ensuing information will relate to the electronic 
medium in use. 

Much has been written about the basic records needed by the buyer. 
Buyers are urged to use as a desk reference. The Purchasing Handbook . 
Sixth Edition, by editors in chief Joseph Cavinato and Ralph Kauffman and 
published by McGraw Hill. 
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Several key items listed below need to be available to the buyer: 

- Supplier identification records, containing source i nf ormation and 
addresses. 

- Supplier profiles for major suppliers, listing key contact people, phone 
numbers, e-mail addresses, Web sites and the l ik e. 

- Price history records that are essential, and which should include 
alternate suppliers and their current pricing information. 



1. FUNDAMENTAL STEPS TO COMPLETE A 
PURCHASE 

In the context of the overall process of completing a buy, editing the 
requisition is among the first administrative steps taken by a buyer. 

The fundamental administrative steps to the purchase are: 

1. Editing the requisition 

2. Making purchase decisions (source(s), split ofbusiness, pricing and 
terms of purchase) 

3. Issuing the purchase order (PO) 

4. Issuing change notices (as required) 

5. Receipt of order acknowledgment 

6. Follow up and expediting 

7. Receiving records 

8. Invoice reconciliation and approval 

9. Corrections or changes, if needed 

10. Recording purchase transaction and closing the PO 

1.1 Editing the Requisition 

The first step in buying is always recognition of a need. It may be a 
request to replenish stock on a repetitive item, or it could be a special one- 
time buy of a less frequently ordered item. It may be for commodities, 
components, or services and it may be for a few dollars or millions of 
dollars. It is best to be in written form, usually a requisition (“req”) that 
represents an unfulfilled need. Today this data is frequently transmitted 
electronically over intra-company computer networks, or sometimes via 
facsimile. 

The person providing internal authorization for repetitive purchases sends 
a “traveling req.,” usually in electronic form, to the buyer. A smaller firm 
may have the buyer order by review of the inventory records directly, 
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eliminating the req. Information typically identified on the req includes: 
authorization to acquire, account to be charged, description of what is 
needed, quantity, date wanted, ship-to information, and so on. The form may 
also contain vendor information, prices and part order history. 

While buyers get lots of incoming mail, these reqs are actually “action 
orders,” and hence, take top priority. The buyer must first identify those 
items that must be acted on quickly. Upon making the purchase decisions, 
buyers add this information to the requisition that ultimately becomes the 
basis for the purchase order: supplier’s name, unit price, order dollar value, 
agreed delivery date, FOB shipping terms, shipment method, and terms and 
conditions including payment. In the case of electronic ordering systems, 
much of this information will be completed by default, usually from the past 
history for this item contained in the system. It is incumbent upon the buyer 
to be sure this default information is correct and intended for this specific 
requirement. 

1.2 Issuing the Purchase Order (PO) 

What determines the type of contract to be negotiated? Some buyers most 
often use a single type; however, it’s important to realize there are variations 
to suit special situations. Buyers should ask themselves the following 
questions: 

Is more than one supplier willing or able to supply the product or 
service? How much money is involved, and how urgent are the deliveries? 
What risks are involved (delivery, quality and cost)? Has a similar item been 
supplied before? What is the financial status of the supplier? (An assessment 
of risk of failure to perform) Are cost and price analyses necessary? 

There are more than 20 known types of contracts that can be divided into 
three major categories — fixed price, cost plus and blanket orders. 

Fixed Price. This is most common type of contract, and can be used to 
buy anything. It has many variations, but the fundamental precept is that the 
price will not change during the term of the purchase order. 

Cost Plus. For most work, a cost-plus contract is not the most desirable 
type of contractual instrument as there is generally no cost limit, so price is 
difficult to control. But sometimes it is the only way to get a contractor to 
handle the job where significant or unknown risks abound. These contracts 
are usually reserved for construction, complex defense contracting needs, 
service or special contracts, where the buyer is uncertain what will be 
required until the work is in progress. Naturally, suppliers are not going to 
tackle this type of work on a fixed price basis unless they get a high price to 
cover any eventuality. 
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Normal practice is to get detailed analyses on hours worked and 
expenses. With cost-reimbursement arrangements, always include the right 
of audit, including the hourly rates for various classes of labor! The 
supplier’s profit is either a percentage of the costs or is a fixed fee that is set 
dui ing negotiation. That amount is paid regardless of other costs. Be wary of 
agreeing to profit as a percentage of cost, as there will be absolutely no 
economic incentive to contain costs; to the contrary the incentive may be to 
raise costs to get a better return. 

Another variation on the cost-plus theme is the cost plus incentive fee 
(CPIF) arrangement that has been increasingly utilized by the Department of 
Defense. These arrangements can include a value-engineering clause that 
allows any supplier to keep a portion of savings achieved. The idea is to 
reward superior performance and cost savings and to penalize substandard 
performance or cost overruns. An excellent example was the rebuilding of 
highways after an earthquake in California. The contractor worked night and 
day, bringing the job to completion months ahead of the experts’ best 
judgment of time to complete. The incentive was large, but well worth it to 
return traffic flow patterns to normalcy. 

1.3 Blanket Orders. 

Blanket orders are generally based on fixed priced arrangements, but 
because they cover a period of time over which pricing is applicable, may 
also include price adjustment features. The blanket order will be reviewed in 
more detail, but first let’s identify the types of documents used to make an 
acquisition. 

Below are some different formats: 

- Purchase Order 

- Blanket Order 

- Systems Contract 

- Letter of Intent 

- Letter Order, or Letter Contract 

- Memorandum of Agreement (MO A) or Memorandum of Understanding 
(MOU) 

- Cost/Price Agreement 

- Corporate Purchase Agreement 

- Legal Agreement document 

Buyers may use a Letter of Intent to arrange early parts buys and plan 
their production schedule. Use this format with caution. Often the only 
legally enforceable content of the letter of intent is the commitment to 
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purchase. A Letter of Intent is a binding arrangement that obligates the buyer 
to complete a purchase if it causes the seller to start action. 

A contract is usually more complex and detailed than a purchase order 
(PO), although a PO is actually a contract itself. A handshake may still work 
for some purchases, but for most buys a written agreement is needed to give 
proper documentation and to meet the legal requirements of the Uniform 
Commercial Code (UCC). For all but the most unusual circumstances, use a 
purchase order, and spell out anything that is important. 
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Figure 4-1. Sample Purchase Order Form 

Purchase orders are issued considering the supplier’s quoted prices and 
leadtime, and other specifics relevant to the purchase agreement. The forms 
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in use vary greatly, and an example is shown in Figure 4-1. An occasional 
review of the format and temis and conditions versus other available formats 
is helpful. Larger firms generally have good models because they created 
their forms using the guidance of legal staff. 

The purchase order is the legal document by which buyers commit their 
company to pay for desired purchases. Problems are minimal ifbuyers plan 
and prepare a well-documented purchase order. Specific prices should 
always be defined in the fixed price purchase order. Buyers have to think 
defensively when preparing the purchase order. Although difficult to do, the 
objective is to try to consider all possible events that could go wrong. 

A buyer’s PO checklist of terms and conditions (T’s & C’s) may be 
useful to ensure that the basics get covered: 

- If order is confirming agreement, with whom? 

- Exact quantity, and unit of measure — piece, gallon, keg, bale, bag, etc. 

- Accurate and complete description, or specification of goods or services 
ordered. 

- Unit price (identified by currency if other than U.S. dollars). 

- Date delivery is needed. 

- Invoice instmctions: Invoice to be sent to: (name and address). 

- “Ship to” information: (name and address). 

- Type of packing and container to be specified. 

- Method of shipment, “FOB” INCOTERMS (denotes ownership transfer 
point and risk of loss). 

- Routing instructions. 

- Method of payment (i.e. prepaid, paid on delivery, cash discounts, and 
the like.) 

- Insurance details— extent of coverage and whether to be paid by buyer or 
seller. 

- Any general or special conditions. 

- Any special documents required, such as: 

a) Packing List 

b) Commercial Invoice 

c) Airway bill or Bill-of-Lading 

Also, for offshore buys look for the following: 

- Letter of credit 

- Certificates of origin 

- Insurance certificates 

- Special instmctions, or other documents required, such as special 
inspection, and condition. 

- Various technical clauses that should be included (A few are reviewed 
later in this chapter, though the detailed discussion is in chapter 15.) 
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- Signature(s) of authorized person committing the company. 

- Any special transportation, insurance, marking or packaging 
requirements should be spelled out in separate clauses. Specific 
documents used break down into credit documents, commercial invoice, 
transport and insurance documents. 

1.4 Use of Blanket Orders for Repetitive Purchases 

A one-time buy means that a new purchase order is issued each time an 
item is bought. That can be costly. When an item is bought frequently (4 or 5 
times per year), it will pay to consider an open, or blanket PO. Releases are 
made— sometimes by telephone or electronically— and this keeps the ordering 
costs down. Each buyer decides when to blanket order based on knowledge 
of the costs. By grouping items into larger packages that can be purchased 
more economically, there is the added bonus that administrative costs are 
greatly reduced as well. 

A buyer can use a blanket order for these types of items (as examples): 

- High dollar value items 

- High volume items 

- Repetitively purchased items 

- Maintenance, repair and operating items (MRO) 

Blanket POs are ideal for mill supplies, small tools, and office supplies, 
among other things. The objective is to combine small, relatively 
unattractive quantities into reasonably large packages to gain price and 
service advantages. So the result is that time and expense to buy are reduced. 
The person who is closest to the need to replenish stocks is often authorized 
to release the quantities needed without intervention from the buyer as long 
as the price does not change and total dollars committed are not exceeded. 
Also, the burden of stocking inventory is largely shifted to the supplier. 

The advantages in using blanket orders can be summarized as follows: 

- Saves repetition and time 

- Simplifies paperwork by eliminating many reqs 

- Allows expediting by using department 

- Assures continuity and uniformity 

- Decreases leadtime for buyer and seller 

- Usually provides price advantage 

- Terms and conditions of purchase are standardized 
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In addition to the “nuts and bolt” issues covered by the purchase 
document, such as prices, delivery dates and quality requirements, other 
terms and conditions specific to the purchase will usually need to be clearly 
worked out between buyer and seller. When workflow is automated as in the 
case of e-commerce, these terms arc usually set at a default value. Buyers 
should be aware of these defaults and assure each is as desired for the 
particular transaction. The defaults can be overridden but the buyer must act 
to do so. Some common terms are described below. 



2. TERMS OF PURCHASE 

Cash discounts are part of the terms of purchase and should not be 
confused with quantity discounts, package discounts, or trade discounts that 
are reflected in the price of the items purchased. Cash discounts arc an 
allowance extended to the buyer to encourage prompt payment of the seller’s 
invoice before a stated time interval. Suppliers usually have standard 
discounts used for this purpose. Sometimes, these discounts can be 
negotiated higher as one of the considerations when buying. Usual discounts 
range from 1/2, 1, and 2%, while a 3% discount is usually tops. Any larger 
discount is a signal that something may be wrong, as the seller may be 
desperate for cash, or be in financial trouble. 

As an example, a typical discount will be expressed as “2 percent 10/Net 
30,” which means 2% of the value of the purchase may be deducted if the 
invoice is paid within 10 days of receipt. Otherwise, the invoice is to be paid 
“net” within 30 days. “Net” terms require that payment be upon receipt of 
invoice, while “Net 10” implies a 10 day grace period, and so on. 

“Net 10 prox.” means payment of the entire invoice by the 10th of the 
month following the month of invoice. “1% e.o.m.” means that a 1% 
discount can be deducted if paid before the end of the month. While the term 
“or Net 30” is usually added, even if omitted it is customary that the invoice 
be paid 30 days after receipt. 

Although ethically questionable, the truth is that many companies delay 
payment when they can get away with it. A good buying practice is to 
achieve the best terms possible in all other areas first, then negotiate 
payment terms as a stand-alone savings opportunity. Be sure to consult your 
finance department for your organization’s cost of money. If your cost of 
money is less than the suppliers it should be possible to get advantageous 
payment terms. 

Electronic forms of payment or Electronic Funds Transfer (EFT) offer 
buyers some new opportunities in payment discounts. Using EFT, payment 
can be made within the same day if necessary. Because of this ability to pay 
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precisely when you wish, it is possible to hold the funds until the last 
moment, pay on the day specified and accept payment discounts. 

Use a Payment Terms Clause such as: “Payment terms shall be Net 30 (or 
as negotiated), per this PO covering this purchase.” Add if an international 
buy: “Payment shall be in U.S. dollar funds (or a foreign currency, if so 
negotiated). “Documents to accompany shipment shall include items as 
spelled out herein below, or in the Letter of Credit” (or other type of 
collection). 

2.1 Shipment Terms 

An “FOB” term spells out the division of responsibilities for 
transportation and passage of title. The goods are deemed to be legally 
delivered by the seller to the buyer at a point spelled out in this clause. 

Based on identifying the transfer point for possession of goods, the term 
determines who will pay the costs and who assumes the risks. Called 
INCOTERMS (a contraction for “International Commercial Terms”), they 
spell out “What the buyer must do” and “What the seller must do.” Lacking 
mention to the contrary, a PO is assumed to be a “shipping point contract,” 
which means that the buyer is responsible when the seller has delivered the 
goods to the carrier. 

Because these INCOTERMS are fully spelled out in detail under 
transportation chapter 17, they will not be repeated here. It is important to 
include these terms when the order is issued. As previously noted, many 
additional specific clauses also will be found in the legal chapter 15. 

2.2 Change Notices 

If important conditions of purchase change following the issuance of a 
purchase order, a formally numbered Change Notice should be issued to 
confirm the action being taken. Failure to formally document and issue a 
Change Notice can be cause for later dispute. With the advent of e- 
commerce, this has become a critical issue. Because the matching of order, 
invoice and receipt is now automated, the lack of a perfect match will create 
a system error. Therefore it becomes vital to be sure that all elements are 
correct at all times. The good news is that keeping the order record current is 
as simple as updating a record in the system. 
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3. COMPLETING THE PURCHASE 

Although formal purchase order acknowledgments are still used by some, 
many companies have dropped these as unnecessary paperwork. Most 
suppliers insist on using their - own acknowledgment forms anyway, and if 
the PO and acknowledgment disagree on terms of sale, the legal standing of 
the PO terms may be questioned. But the acknowledgment is mandatory for 
major purchases such as construction and equipment. A case is often made 
for their legal necessity. Although it may be said there is no contract without 
an acknowledgment, shipment can serve as a legally acceptable form of 
acknowledgment. Companies may prefer to use formal acknowledgments, 
but don’t get caught up in an elaborate system of control for this document. 
Probably 50% of the major companies don’t use one, and, of those that do, 
few insist on them in all circumstances. 

3.1 Follow Up and Expediting 

Even when the job of expediting is delegated, buyers are ultimately 
responsible for deliveries. Sometimes referred to as “follow up,’’ it’s still one 
of the most important tactical parts of the buying process to get the goods 
into the plant or office as needed. Expediting is a problem-solving function, 
and in fact, the term derives from Latin, meaning literally, “to free one 
caught by the foot.” 

Most PO forms have a page devoted to follow-up notations. Routine 
follow up can be a postcard, or special form that is readily checked-off for 
information requested. Boxes to be checked for such information as “Will 
Ship,” “Freight car No.,” “Pro-bill No.,” and so on. Still, most information 
will be by telephone or e-mail. Electronic tracking systems such as radio 
frequency identification (RFID) now make it possible to know the precise 
location of a specific shipment at all times. 

Today, trying to minimise inventories using Just-in-Time (J-I-T) and lean 
manufacturing practices, if anything goes wrong, the “customer” can be 
badly damaged. J-I-T, by design, is not tolerant of shortages and requires 
that goods be delivered on time. Stores or someone watching over the 
inventory can handle routine expediting tasks. Even then, when difficulties 
arise, the problem comes back to the buyer’s desk. Avoid repeated 
expediting for the same supplier or the same part. This condition suggests an 
underlying problem that must be solved to ensure on-time deliveries. The 
supplier must perform a root cause analysis to determine the source of the 
problem. It is incumbent upon the buying organization to be sure this is 
done, even if it means intervening to assist. As a minimum the supplier 
should be required to submit a report of root cause investigation results for 
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any repeated delivery problem. This approach is covered in greater detail in 
Chapter 8. 

Common del i very problems that occur include: 

- Late shipments 

- Delivery promises not made, or given and not reliable 

- Shipments seldom complete, with many backorders 

- Lost or delayed shipments due to incomplete or late shipping documents 

- Delayed shipments due to insufficient or incorrect information in the bill- 
of-lading. 

- Shipment by more expensive method than requested 

There should be some ground mles for expediters to follow. “Tickler” or 
follow-up files may be manual or electronic, but should serve as a reminder 
and specify what action to take. Using the Web can also provide very timely 
information. As an example, Federal Express maintains a web site that can 
be accessed to track any of its shipments. Go to http://www.fedex.com, and 
click on “Tracking,” and this displays a form to enter the airbill number. 
Upon entering the number, and clicking “Request Tracking Info” button, the 
delivery status is displayed. 

When routine expediting fails, buyers must back up the activity by 
contacting whatever supplier management level is needed to get results. 
They must apply pressure for results that may include field expediting or 
buyer visits to the supplier’s facility. Having expediters report to buyers 
clearly provides the message, “They speak for me.” But some companies do 
not segregate the expediting function, opting instead to leave it as a part of 
the buyer’s job. The underlying philosophy is that buyers are accountable for 
all supplier performance following placement of the purchase order. When 
the buyer calls attention to poor service, action should follow, because the 
supplier has a vital interest in receiving the next order. 

3.2 Receiving and Price Checking 

Packing lists are used to identify the merchandise received. These are 
documents prepared by the seller for use in receiving, to verify that what is 
received confomis to what was ordered. Information typically includes the 
purchase order number, part number, quantity shipped and any other data the 
buyer requests. Receiving Reports are usually matched against Invoices to 
authorize payment. Barcodes are used frequently to simplify and error-proof 
this process. When the goods are received, the barcode can be scanned, 
electronically matched with the purchase record on file and the receipt 
recorded, all at the same time. This method, in addition to being very fast. 
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avoids the possibility of transcription errors and updates the files 
immediately. Be sure that all order changes have been recorded in the system 
before receipt or the matching and recording process will fail, losing the 
advantages of automation. If the shipment is being imported, the packing list 
is required by customs officials at both the port of export and the port of 
import to check the cargo passing through. 

Payment is normally handled by the Accounts Payable function, with 
price or quantity exceptions routed to buyers for approval or correction. The 
buyer verifies price, quantity and any terms that do not agree, and adjusts 
any discrepancies. Automated systems will minimize the need for this 
process step if the information is kept current at all times. In most cases, the 
need to check prices after receipt is the result of a price change that was 
authorized but not recorded earlier. Electronic systems do not tolerate 
discrepancies and require added discipline by anyone who enters or updates 
information. Most suppliers appreciate prompt payment, so buyers should 
work to avoid unnecessary delays in payment processing in the interest of 
maintaining positive supplier relationships. 



4. ADDITIONAL CONSIDERATIONS FOR 
INTERNATIONAL PURCHASES 

The foreign purchase contract can be a normal PO, but buyers must 
provide a level of detail not normally used for a domestic purchase. 
Documents include: (1) transport documents, (2) insurance documents, (3) 
credit documents, and (4) commercial invoices. Transportation and 
insurance documents are obtained by the seller and shipper and move as a 
packet along with the shipment. These documents are listed here, and 
covered in more detail in Chapter 6. 

Figure 4-2 provides a summary of the specific documents used to 
complete an international purchase. 
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Figure 4-2. Documents to Complete an International Buy 
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Shipper’s Export Declaration lists identity of goods, quantity, weight, 
value, exporter and consignee, manner of transport, port of export and 
carrier, port of unloading and ultimate destination. It provides the shipper’s 
local government with statistical information regarding goods being 
exported. 

Import Declaration shows basically the same information as on Shipper’s 
Declaration, and is provided for use at the point of importation. 

Certificate of (various, special items, such as Weight, Inspection, 
Manufacture, Sanitary condition, and others) include various certificates that 
may be required or requested by the buyer to ensure satisfactory 
confirmation that what is received conforms to the buyer’s requirements. An 
independent party normally prepares an inspection certificate that will attest 
to condition, quality or quantity of goods shipped. The buyer usually 
requests it to assure that goods are conforming. 

Certificate of Insurance assures the buyer that the seller has insured the 
goods to cover loss or damage while en route. 

Letter of Credit is a commonly used form to make payment for offshore 
buys. 

Commercial Invoice is a must! It itemizes the items shipped and/or the 
services rendered, quantity, terms, and other data. Prepared by the seller, it is 
the bill from the seller and states the amount and the currency the seller 
expects the buyer to pay. The importer uses this invoice to clear merchandise 
through U.S. Customs. 

With respect to the Certification Clause, consider something like the 
following: 

“Seller will submit products for approval to (whatever agency applies, 
such as UL in USA, TUV in Germany, and CSA in Canada, depending on 
requirements). Seller must submit proper certificates that its products 
comply with DOE/FTC, OSHA, EPA, ASME, and other requirements and 
will meet published rated performance per Seller’s submitted specifications.” 

A Certificate of Origin assures buyers of the country where the products 
or goods were manufactured as required by the U.S. government. The 
Certificate may show origin of any materials and labor used to produce 
goods. It may specify the percent of local content to secure reduced tariffs 
for goods produced in certain countries. To assure you get proper 
documentation, include a certification clause both in the Purchase order, and 
in any Letter of Credit, such as: 

“Seller must submit a Certificate of Origin Form A (or Insurance, etc.) 
stating the percentage of Seller’s product that is made or produced in the 
specified country. Submittal must be made on Form A.” 




